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Liability of Trustee for Unauthorized Sale 


Where a trustee under a will filed a petition in the Probate 
Court entitled “petition for instructions for authority to sell 
stock and for authority to invest proceeds,” but merely alleged 
that the sale was for the best interests of the estate and sought 
authorization of the sale without seeking instructions from the 
court concerning trustee’s power under the will to sell, the 
order of the probate court authorizing the sale was not a deter- 
mination that trustee had power to sell and did not preclude 
recovery from trustee for loss caused by the unauthorized sale. 
This was decided by the District Court of Appeal, Second 
District, Division 1, California, In re Keet’s Estate, Farmers 
& Merchants National Bank of Los Angeles v. Reed, 91 Pac. 
Rep. (2d) 944, 

In this case it appeared that Walter S. Keet died testate 
August 18, 1926, and his last will was admitted to probate 
on September 18, 1926. A decree of distribution was made 
and entered on November 14, 1927, by the Probate Court, 
carrying out the terms of the said last will, and after providing 
for the distribution of certain bequests, sets up three distinct 
trusts as follows: 

First: A general trust composed of “all the rest, residue 
and remainder of said estate.” 

Second: A separate trust in favor of Mrs. Emma Hub- 
bard for her lifetime in certain securities, with power in the 
trustee to convert the same, and upon her death such securities 
to “become a part of the general trust fund.” 

Third: A separate trust from the general trust fund as 
to all common stock owned by decedent in the United Steel & 
































NOTE—For similar decisions see Banking Law Journal Digest (Fifth 
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Wire Company of Battle Creek, Michigan, in the following 
language: “Said trustee shall set apart as a separate and 
special fund all common stock belonging to decedent in the 
United Steel & Wire Company of Battle Creek, Michigan, 
and shall pay to said Georgia S. Keet, widow, the net income 
derived therefrom during her natural lifetime and shall pay 
to said widow all dividends accruing upon said stock from the 
date of death of the decedent herein; and upon the death of 
said widow, this separate and special trust fund shall become 
a part of the general trust fund of said estate.” 

Appellant since the date of its appointment as such trustee 
has handled the various trusts in separate accounts, designat- 
ing the general or residuary trust as C-788; the trust in favor 
of Mrs. Hubbard as C-788-B, and the special trust for the 
benefit of the widow as C-788-A. It is mainly with reference 
to this last named trust that this appeal is concerned. 

At the time appellant accepted the trust, it possessed 3,240 
shares of the common stock of the United Steel & Wire Com- 
pany, which constituted the entire corpus of said special trust 
C-788-A. ‘These shares were then appraised at $24,300 and 
that value was set up on the books of the trustee during the 
year 1928. In 1928, subsequent to the appointment of appel- 
lant as trustee, the steel company issued two shares of stock 
for each share of common stock then outstanding, and appel- 
lant thereafter held 6,480 shares of said stock as trustee of the 
special trust estate C-788-A. 

From March 7, 1928, until May 5, 1986, appellant admin- 
istered said trust C-788-A and paid out the income therefrom 
to the respondent widow. On May 5, 1936, appellant peti- 
tioned the Probate Court pursuant to section 1120 of the 
Probate Code “for instructions, for authority to sell stock and 
for authority to invest proceeds from sale of stock,” alleging 
that it held as part of the assets of said estate 6,480 shares of 
common stock of United Steel & Wire Company carried at 
$24,800; that after careful investigation made by the appellant, 
it concluded that it was for the best interests of said estate and 
in order to bring about a more extensive diversification in the 
assets held by appellant, to sell approximately one-half or 
3,240 shares of said common stock at the current market price 
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on the date of sale of not less than $7.50 per share. Pursuant 
to said petition, the court duly made its order on May 22, 
1936, authorizing the sale of 3,240 shares of said stock and the 
investment of the proceeds therefrom in municipal bonds. 

Appellant accordingly sold 3,000 shares of said stock and 
with the proceeds of said sale, purchased municipal bonds of 
the par value of $32,000, paying therefor the sum of $37,968.90. 
In its eighth account current appellant shows that approxi- 
mately 20 per cent of the coupon interest received by trustee 
on said bonds was allocated to the principal for amortization 
of said premium. 

On April 6, 1937, appellant trustee filed its eighth account 
current covering the period from March 8, 1936, to March 8, 
1987, alleging among other items, the sale of 3,000 shares of 
the common stock of United Steel & Wire Company and the 
purchase of municipal bonds with the proceeds of such sale for 
trust C-788-A. Respondent filed her objections to allowance 
of said eighth account current, alleging a loss of $8,050 in 
income by reason of said sale of stock. 

The Probate Court found that appellant (trustee) sold 
8,000 shares of stock without authority to do so and had no 
power to reinvest in the bonds purchased from the proceeds 
of the sale of said stock; and that appellant was chargeable as 
of the date of filing of the eighth account current, with 6,480 
shares of common stock of United Steel & Wire Company, at 
a market value of $129,600. Appellant appealed from the 
decree of the Probate Court in favor of respondent. 

Further facts and the reasoning upon which the decision 
was based may be read in the following paragraphs quoted 
from the court’s opinion: 

Appellant, as trustee under the last will and testament of Walter S. 
Keet, deceased, prosecutes this appeal from a judgment and order 
sustaining objections to and disallowing certain portions of its eighth 
account current and report of the administration of said trust 
estate. Written objections to said account were filed by respond- 
ent widow, who is the life beneficiary of a certain trust created by 
said will. 

The facts which form the basis of the appeal may be summarized 


as follows: 
Walter S. Keet died testate August 13, 1926, and his last will was 
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admitted to probate on Septemer 13, 1926. The decree of distribu- 
tion therein was made and entered on November 14, 1927, carrying 
out the terms of the said last will, and after providing for the distribu- 
tion of certain bequests, sets up first a general trust composed of “all 
the rest, residue and remainder of said estate.” The decree nezt 
creates a separate trust in favor of Mrs. Emma Hubbard for her life- 
time in certain securities, with power in the trustee to convert the 
same, and upon her death such securities to “become a part of the 
general trust fund.” The decree of distribution then proceeds to 
carve out and set apart from said general trust fund a separate 
trust estate as to all common stock owned by decedent in the 
United Steel & Wire Company of Battle Creek, Michigan, in the 
following language: 

“Said trustee shall set apart as a separate and special fund all 
common stock belonging to decedent in the United Steel & Wire Com- 
pany of Battle Creek, Michigan, and shall pay to said Georgia S. 
Keet, widow, the net income derived therefrom during her natural 
lifetime—and shall pay to said widow all dividends accruing upon said 
stock from the date of death of the decedent herein; and upon the 
death of said widow, this separate and special trust fund shall become 
a part of the general trust fund of said estate.” 

On March 7, 1928, appellant bank, which was named an alternative 
trustee in the will, was appointed trustee in the place and stead of 
Leslie E. Clawson, resigned trustee. Appellant since the date of its 
appointment as such trustee has handled the various trusts in separate 
accounts, designating the general or residuary trust as C-788; the 
trust in favor of Mrs. Hubbard as C-788-B, and the special trust for 
the benefit of the widow as C-788-A. It is mainly with reference to 
this last-named trust that this appeal is concerned, 

When it accepted the trust, appellant received from the resigned 
trustee 3240 shares of the common stock of the United Steel & Wire 
Company which constituted the entire corpus of said special trust 
C-788-A. These shares were then appraised at $24,300 and that value 
was set up on the books of the trustee during the year 1928. In 1928, 
subsequent to the appointment of appellant as trustee, the steel com- 
pany issued two shares of stock for each share of common stock then 
outstanding, and appellant thereafter held 6480 shares of said stock 
as trustee of the special trust estate C-788-A. The said steel company 
of which decedent Walter S. Keet was one of the founders, is a Michi- 
gan corporation engaged in the manufacture of various light steel and 
wire products, including refrigerator racks, household appliances, steel 
shelves, bird cages and bathroom fixtures, steel hoops and wires for 
steel brackets for miscellaneous use, parts for trailers, etc. It ap- 
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pears from the record that said company, through increased volume of 
business, earned in the year 1935 an increase in profits over the previous 
year in the sum of $50,000, and in May, 1937, again issued two shares 
of common stock for each share thereof then outstanding. 

From March 7, 1928, until May 5, 1936, appellant administered 
said trust C-788-A and paid out the income therefrom to the re- 
spondent widow. On the latter date, however, appellant petitioned 
the probate court pursuant to section 1120 of the Probate Code “for 
instructions, for authority to sell stock and for authority to invest 
proceeds from sale of stock,” alleging that “your petitioner 
holds as part of the assets of said estate 6,480 shares of common stock 
of United Steel & Wire Company carried at $24,300; that after care- 
ful investigation made by your petitioner, your petitioner has con- 
cluded that it is for the best interests of said estate and in order to 
bring about a more extensive diversification in the assets held by your 
petitioner, to sell approximately one-half or 3,240 shares of said 
common stock” at the current market price on the date of sale of 
not less than $7.50 per share. Pursuant to said petition, the court 
duly made its order on May 22, 1936, authorizing the sale of 3,240 
shares of said stock and the investment of the proceeds therefrom in 
municipal bonds. In accordance with said order, appellant on June I, 
1936, sold 1000 shares of said stock at $9.75 per share; on August 13, 
1936, 1000 shares at $14 per share, and on August 22, 1936, another 
1000 shares at $143 per share, and with the proceeds of such sales, 
purchased municipal bonds of the par value of $32,000, paying there- 
for the sum of $37,968.90, or a premium of $5,968.90. The eighth ac- 
count current of appellant shows that approximately 20 per cent of 
the coupon interest received by trustee on said bonds was allocated 
to the principal for amortization of said premium. 

On April 6, 1937, appellant trustee filed its eighth account current 
covering the period from March 8, 1936, to March 8, 1937. Said 
account was a report and accounting of the entire trust estate, both 
general and special, to-wit: Trusts C-788, C-788-A and C-788-B. 
With respect to C-788-A, appellant recited, among other things, the 
sale of 3000 shares of the common stock of United Steel & Wire Com- 
pany and the purchase of municipal bonds with the proceeds from 
such sale; prayed for an allowance of $85 as attorneys’ fees, $50 in 
connection with an opinion rendered by its attorneys on the propriety 
of the sale of said stock, and $35 for preparation of the eighth account 
current; and also prayed for trustee’s fees in the sum of $636.30 for 
services rendered in administering said trust C-788-A for the period 
covered by the said account. 

On April 27, 1937, respondent filed her objections to said account, 
alleging a loss of $3,050 in income by reason of said sale of stock, and 
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upon the issues joined by appellant’s answer thereto, the court rendered 
its order and decree in favor of respondent widow. 

At the commencement of the trial it was stipulated that respondent 
Salvation Army should be deemed to have joined in the objections filed 
by respondent widow. 


During the trial it was stipulated, among other things, that if the 
3000 shares of steel company stock had not been sold, appellant would 
have received an additional $2,450 as dividends on said stock during 
the period covered by the eighth account current. It was further 
stipulated that the net yield on the bonds purchased with the proceeds 
of the sale of stock during the accounting period was approximately 
$424, and that the difference between the income received and that 
which would have been received had the 3000 shares of stock not been 
sold was $2,034. 

On November 16, 1937, the court made its findings of fact wherein 
it found, among others, that appellant sold the 3000 shares of stock 
without authority to do so; that appellant had no power to reinvest 
in the bonds purchased by it from the proceeds of the sale of said 
stock; and that appellant was chargeable, as of the date of filing of 
the eighth account current, with 6480 shares (12,960 shares of the 
new issue as per the split of May, 1937) of common stock of United 
Steel & Wire Company, at a market value of $129,600. 


The court then made its conclusions of law, the same being in part 
as follows: 


“J, That the object of the testator, as shown by the provisions of 
the said decree of distribution . . . was to set aside a fund for 
his said wife, Georgia S. Keet, that should be kept intact and unsold, 
the net proceeds of which should be paid to his wife; that it was the 
will and intention of the testator that the common stock belonging to 
him in the United Steel & Wire Company, as shown from the trust 
provisions in the decree of distribution, should not be sold by the 
trustee for the sake of diversifying the stock, or at all, and that it 
should be at all times during the life of Georgia S. Keet held as a 
separate and special trust fund. That under the provisions of said 
decree of distribution, dated the 14th day of November, 1927, the 
trustee had no power to sell or otherwise dispose of the said common 
stock in the United Steel & Wire Company of Battle Creek, Michigan, 
. comprising the principal of said trust designated as Trust 
No. C-788-A. 

“JI. That the decree of distribution in the above entitled estate 
dated November 14, 1927, has become final and is the sole decree of 
distribution in said estate and ever since the rendition thereof has been 
and still is in full force and effect; that said decree of distribution is 
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res judicata as to the terms and provisions of said trust (known and 
designated as Trust C-788-A at the Farmers & Merchants National 
Bank of Los Angeles), and is res judicata as to the powers and duties 
of said trustee. ‘ 

“TV, That the petition . . . filed by the trustee did not ask 
for a construction by the court as to whether under the decree of 
distribution of November 14, 1927, the trustee had the power to sell 
any portion of the corpus of Trust C-788-A, to-wit: any portion of 
the said 6480 shares of stock . . . and that the said court by 
its order of May 22nd, 1936 . . . did not determine, or attempt 
to determine the powers of the trustee. That said order of May 22, 
1936, is not res judicata as to the powers of the trustee under Trust 
C-788-A. 

“V. That the above entitled court sitting in probate had no juris- 
diction to vary or change the terms and conditions of the decree of 
distribution of November 14, 1927, and the order of the above entitled 
court of May 22, 1986 . . . wherein it is in conflict with the 
terms of the decree of distribution of November 14, 1927, is void 
and of no force and effect. * ia 

Thereafter, the probate court made its order and decree disallow- 
ing the eighth account current in so far as it related to the sale of 
said 3000 shares of stock and the purchase of municipal bonds with the 
proceeds of said sale, and adjudged and decreed that appellant was 
chargeable with the principal of Trust C-788-A as of March 8, 1937, 
of 6480 shares (12,960 shares—new issue) of common stock of United 
Steel & Wire Company at a market price as of March 8, 1937, of 
$129,600; adjudged and decreed that there was a balance of income 
due and payable to respondent by appellant trustee for the period of 
March 8, 1936, to March 8, 1937, in the sum of $2,004.32; adjudged 
and decreed that appellant file a correct and accurate report for the 
period in question showing a full, true and correct account in accord- 
ance with the findings of fact and conclusions of law, and the order 
and decree of said court. Said decree and order allowed appellant’s 
fees as trustee in the sum of $636 for its services from March 8, 1936, 
to March 8, 1937, $50 thereof to be paid from the income and $586 
from the principal of said trust estate C-788-A; disallowed appellant’s 
request for attorneys’ fees in the sum of $50 for services rendered in 
connection with the sale of 3000 shares of said stock, and adjudged the 
said eighth account current to be correct in so far as it related to 
residuary trust C-788 and the Hubbard trust C-788-B. 

Appellant trustee urges as its main point upon this appeal that 
the order of May 22, 1936, is not subject to collateral attack and is 
res judicata as to the issues raised by respondent’s objections to the 
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eighth account current, arguing that the probate court adjudicated 
the power of the trustee to sell the stock when it made said order of 
May 22, 1936, and therefore it is a bar to respondent widow’s 
objection. 

In order to prevail in this appeal, it is incumbent upon appellant 
to show authority in itself to make the sale objected to. 

It is established beyond any question that the trustee of a testa- 
mentary trust derives his authority as such solely from the decree of 
distribution which is the judical construction of the will of the testa- 
tor. Where no appeal is taken from such decree by the trustee, it 
becomes conclusive upon him and he can no longer contend for a dif- 
ferent construction from that which is imported by its terms “which 
must be regarded as a construction by the court of the testator’s 
intention, and is to be treated as if he had created the trust in the 
terms of the decree.” Whittingham v. California Trust Co., 214 Cal. 
128, at page 132, 4 P. 2d 142, 144, quoting from Goad v. Montgomery, 
119 Cal. 552, 51 P. 681, 63 Am. St. Rep. 145. 

Also, the decree of distribution becomes the measure of the rights 
of all claimants to the estate, and “their rights are to be determined 
by the terms of this decree.” Whittingham v. California Trust Co., 
supra [214 Cal. 128, 4 P. 2d 144], quoting from McKenzie v. Budd, 
125 Cal. 600, 58 P. 199. See, also, Manning v. Bank of California, 
216 Cal. 629, 15 P. 2d '746; Gladding v. Superior Court, 7 Cal. 2d 408, 
60 P. 2d 857, and In re Estate of McLellan, 8 Cal. 2d 49, 63 P. 
2d 1120. 


The decree of distribution herein in creating the general or re- 
siduary trust, designated by trustee as C-788, in “all the rest, residue 
and remainder of said estate,” gives to the trustee the right to “hold 
manage, control, protect and preserve the property of said trust, with 
power to lease, sell, contract, convey and imvest in bonds, mortgages 
or other income-paying securities; . . . such part of said trust 
property as shall not be required for the immediate needs of this trust, 
as hereafter provided; also said trustee shall have the authority and 
power to perform such other acts, through legal process or otherwise, 
as in his judgment may be necessary for the best protection and in- 
terest of said estate.” Said decree then provides for the payment to 
Mrs. Hubbard the net income from a promissory note and mortgage 
in the sum of $2,500 owned by decedent covering lands in Michigan, 
“or such other security or securities into which said note and mortgage 
may be converted by said trustee, during the natural lifetime of said 
Mrs, Emma Hubbard, and at her death, said security or securities and 
all accruing income therefrom shall become a part of the general trust 
fund in the hands of said trustee.” (Said trust being designated as 
C-788-B by said trustee.) 
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Then follow the directions as to trust designated as C-788-A: 
“Said trustee shall set apart as a separate and special fund all common 
stock belonging to decedent, in the United States Steel & Wire Com- 
pany of Battle Creek, Michigan, and shall pay to the said Georgia 
Keet, widow, the net income derwed therefrom during her natural 
lifetime,—and shall pay to said widow all dividends accruing upon 
said stock from the date of death of decedent herein; and upon the 
death of said widow this separate and special trust fund shall become 
a part of the general trust fund of said estate.” 

Directions are then given as to the collection and accumulation of 
“the income from the remainder of said trust fund and from said 
special and separate fund referred to im the last preceding paragraph 
after the death of said widow,” until such time as in the discretion of 
the trustee the adopted daughter of decedent and her daughter 
shall require financial aid, whereupon the trustee shall pay the 
income derived from one-half of said trust fund to each respec- 
tively for life and the entire income therefrom to the survivor of 
them for life. 

Finally, “Upon the death of all of the aforesaid beneficiaries said 
trustee shall close this trust and shall distribute all of the remainder 
of said trust funds, either general or special, principal, interest and 
income remaining in his hands” to certain designated beneficiaries 
among which the respondent Salvation Army of Los Angeles is one. 
The widow is not named a beneficiary under the general or residuary 
trust. (Italics added.) 

An analysis of the terms of the decree of distribution, the phrase- 
ology of which strictly follows the provisions of the last will of testa- 
tor, reveals that the trustee is given power to sell and otherwise 
manage and control the property forming the corpus of the general 
or residuary trust, as well as the power to convert the securities of 
the trust in favor of Mrs. Emma Hubbard, but with regard to the 
stock which constitutes the corpus of the special and separate trust 
fund set up for the benefit of the widow, there is not the slightest inti- 
mation that the testator intended or that the probate court decided, 
when it construed the terms of the last will and made the decree of 
distribution, that the power to sell the stock should be given to the 
trustee. To the contrary, the apparent intention of the testator was 
that the stock should be held intact in a special fund until the death 
of the widow and then become a part of the general trust. This view 
gains strength from the phraseology of the general trust wherein cer- 
tain powers, including a right to sell, are expressly given to the trustee 
in “such part of said trust property as shall not be required for the 
immediate needs of this trust, as hereafter provided.” In other 
words, the express powers given to the trustee refer exclusively to the 
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general or residuary trust and have no reference to the two suc- 
ceeding trusts which are thereafter provided for, except that as 
to the corpus of the Hubbard trust the right to convert is therein 
specifically given. 

The language used throughout the decree of distribution, as well 
as the wording of the will, to-wit: “Said trustee shall set apart as a 
separate and special fund all common stock belonging to decedent 
. . . and shall pay to . . . the widow . . . the net in- 
come derived therefrom during her natural lifetime . . .” nega- 
tives any idea that the trustee had the power to sell the stock during 
the widow’s lifetime, but rather indicates that the testator intended 
that the trustee should retain the stock under its control during the 
life of the widow. “The specific mention of certain property in the 
will or other instrument by which the trust is declared, particularly 
where such property comprises the whole of the trust property, is an 
indication of an intention that the property should not be sold but 
should be retained in specie. This is true even though the particular 
property is unproductive.” Restatement of the Law of Trusts, subd. 
(e), sec. 190. 

Turning to the order of May 22, 1936, which is the real bone of 
contention here, it is argued by appellant that the terms of section 
1120 of the Probate Code “invests the probate court with jurisdiction 
to instruct trustees of testamentary trusts in their powers and duties.” 


Section 1120, supra, reads in part as follows: “When a trust created 
by a will continues after distribution, the superior court shall not lose 
jurisdiction of the estate by final distribution, but shall retain juris- 
diction for the purpose of determining to whom the property shall pass 
and be delivered upon final or partial termination of the trust, to the 
extent that such determination is not concluded by the decree of dis- 
tribution, of settling the accounts and passing upon the acts of the 
trustee and for the other purposes hereinafter set forth. Any trustee 
appointed by will, or appointed to execute a trust created by will, may, 
from time to time pending the execution of his trust, . . . render 
for settlement his accounts and report his acts as such trustee, before 
the superior court in which the will was probated . . . The 
trustee may also petition such court, from time to time, for instruc- 
tions as to the administration of the trust. . . .” 

“This statute (1120, Probate Code) confers on the court of probate 
a new jurisdiction, a special jurisdiction derived from the statute; it 
is not a part of the general probate jurisdiction to administer estates 
of decedents, but corresponds to the equity jurisdiction over trusts 
which, but for the statute conferring it, the court of probate would 
not have. (In re Estate of Hubbell, 121 Cal. App. 38 [8 P. 2d 530]; 
Parkman v. Superior Court, 77 Cal. App. 321 [246 P. 334].) Practi- 
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cally a portion of the general jurisdiction over trusts has been reserved 
to and reposed in the court of probate. Prob. Code, secs. 1120-1127, 
seem to add nothing to the general administrative law of trusts, but 
merely to empower probate courts to do what equity always has done.) 
Nothing beyond the jurisdiction thus granted may be exercised by the 
court in probate.” 11b Cal. Jur., p. 838. 

Referring to the same section, the court in Re Estate of Smith, 
4 Cal. App. 2d 548, at page 552, 41 P. 2d 565, at page 567, said: 
“We believe the language employed in the present section [1120] of 
the Probate Code was intended to broaden the jurisdiction of the 
probate court so as to give that court jurisdiction over practically all 
controversies which might arise between the trustees and those claiming 
to be beneficiaries under the trust. This view is strengthened by a 
consideration of section 1240 of the Probate Code, which provides for 
an appeal from an order settling an account of a trustee, from an order 
instructing a trustee,” etc. (Italics added.) See, also, In re Estate 
of Smead, Cal. Sup., 82 P. 2d 182, 183. 

As pointed out in Parkman v. Superior Court, 77 Cal. App. 321, 
246 P. 334, and In re Estate of Hubbell, 121 Cal. App.. 38, 8 P. 2d 
530, except for this statute, the probate court as such would be lacking 
in power to determine questions thus presented to it, and the parties 
would be relegated to the equity arm of the superior court for the relief, 
if any, to which they might be entitled. 


It therefore appears that the probate court has jurisdiction with 
respect to those matters particularly enumerated in section 1120 of 
the Probate Code, including a petition by a trustee for instructions 
as to the administration of his trust, thus making it unnecessary to 
invoke the aid of a court of equity in the determination of controversies 
arising between trustees and beneficiaries which come within the pur- 
view of said section. 

Appellant argues that in making its order of May 22, 1936, in 
answer to trustee’s petition for instructions, the probate court decided 
that the trustee had the power to sell the stock involved herein. This 
position cannot be sustained, for the reason that the question of such 
power was not raised by that proceeding. In the first place, appellant 
trustee asked for no instructions. While its petition was entitled, 
“Petition for Instructions, for Authority to Sell Stock and for Au- 
thority to Invest Proceeds from Sale of Stock,” it was based solely 
upon the allegation: “. . . after careful investigation made by 
your petitioner, your petitioner has concluded that it is for the best 
interests of said estate and in order to bring about a more extensive 
diversification in the assets held by your petitioner, to sell approxi- 
mately one-half or three thousand two hundred forty (3,240) shares 
of said common stock of the United Steel & Wire Company; that your 
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eighth account current, arguing that the probate court adjudicated 
the power of the trustee to sell the stock when it made said order of 
May 22, 1936, and therefore it is a bar to respondent widow’s 
objection. 

In order to prevail in this appeal, it is incumbent upon appellant 
to show authority in itself to make the sale objected to. 

It is established beyond any question that the trustee of a testa- 
mentary trust derives his authority as such solely from the decree of 
distribution which is the judical construction of the will of the testa- 
tor. Where no appeal is taken from such decree by the trustee, it 
becomes conclusive upon him and he can no longer contend for a dif- 
ferent construction from that which is imported by its terms “which 
must be regarded as a construction by the court of the testator’s 
intention, and is to be treated as if he had created the trust in the 
terms of the decree.” Whittingham v. California Trust Co., 214 Cal. 
128, at page 132, 4 P. 2d 142, 144, quoting from Goad v. Montgomery, 
119 Cal. 552, 51 P. 681, 63 Am. St. Rep. 145. 

Also, the decree of distribution becomes the measure of the rights 
of all claimants to the estate, and “their rights are to be determined 
by the terms of this decree.” Whittingham v. California Trust Co., 
supra [214 Cal. 128, 4 P. 2d 144], quoting from McKenzie v. Budd, 
125 Cal. 600, 58 P. 199. See, also, Manning v, Bank of California, 
216 Cal. 629, 15 P. 2d '746; Gladding v. Superior Court, 7 Cal. 2d 408, 
60 P. 2d 857, and In re Estate of McLellan, 8 Cal. 2d 49, 63 P. 
2d 1120. 


The decree of distribution herein in creating the general or re- 
siduary trust, designated by trustee as C-788, in “all the rest, residue 
and remainder of said estate,” gives to the trustee the right to “hold 
manage, control, protect and preserve the property of said trust, with 
power to lease, sell, contract, convey and imvest in bonds, mortgages 
or other income-paying securities; . . . such part of said trust 
property as shall not be required for the immediate needs of this trust, 
as hereinafter provided; also said trustee shall have the authority and 
power to perform such other acts, through legal process or otherwise, 
as in his judgment may be necessary for the best protection and in- 
terest of said estate.” Said decree then provides for the payment to 
Mrs. Hubbard the net income from a promissory note and mortgage 
in the sum of $2,500 owned by decedent covering lands in Michigan, 
“or such other security or securities into which said note and mortgage 
may be converted by said trustee, during the natural lifetime of said 
Mrs, Emma Hubbard, and at her death, said security or securities and 
all accruing income therefrom shall become a part of the general trust 
fund in the hands of said trustee.” (Said trust being designated as 
C-788-B by said trustee.) 
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Then follow the directions as to trust designated as C-788-A: 
“Said trustee shall set apart as a separate and special fund all common 
stock belonging to decedent, in the United States Steel & Wire Com- 
pany of Battle Creek, Michigan, and shall pay to the said Georgia 
‘Keet, widow, the net income derwwed therefrom during her natural 
lifetime,—and shall pay to said widow all dividends accruing upon 
said stock from the date of death of decedent herein; and wpon the 
death of said widow this separate and special trust fund shall become 
a part of the general trust fund of said estate.” 

Directions are then given as to the collection and accumulation of 
“the income from the remaimder of said trust fund and from said 
special and separate fund referred to in the last preceding paragraph 
after the death of said widow,” until such time as in the discretion of 
the trustee the adopted daughter of decedent and her daughter 
shall require financial aid, whereupon the trustee shall pay the 
income derived from one-half of said trust fund to each respec- 
tively for life and the entire income therefrom to the survivor of 
them for life. 

Finally, “Upon the death of all of the aforesaid beneficiaries said 
trustee shall close this trust and shall distribute all of the remainder 
of said trust funds, either general or special, principal, interest and 
income remaining in his hands” to certain designated beneficiaries 
among which the respondent Salvation Army of Los Angeles is one. 
The widow is not named a beneficiary under the general or residuary 
trust. (Italics added.) 

An analysis.of the terms of the decree of distribution, the phrase- 
ology of which strictly follows the provisions of the last will of testa- 
tor, reveals that the trustee is given power to sell and otherwise 
manage and control the property forming the corpus of the general 
or residuary trust, as well as the power to convert the securities of 
the trust in favor of Mrs. Emma Hubbard, but with regard to the 
stock which constitutes the corpus of the special and separate trust 
fund set up for the benefit of the widow, there is not the slightest inti- 
mation that the testator intended or that the probate court decided, 
when it construed the terms of the last will and made the decree of 
distribution, that the power to sell the stock should be given to the 
trustee. To the contrary, the apparent intention of the testator was 
that the stock should be held intact in a special fund until the death 
of the widow and then become a part of the general trust. This view 
gains strength from the phraseology of the general trust wherein cer- 
tain powers, including a right to sell, are expressly given to the trustee 
in “such part of said trust property as shall not be required for the 
immediate needs of this trust, as hereinafter provided.” In other 
words, the express powers given to the trustee refer exclusively to the 
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general or residuary trust and have no reference to the two suc- 
ceeding trusts which are thereafter provided for, except that as 
to the corpus of the Hubbard trust the right to convert is therein 
specifically given. 

The language used throughout the decree of distribution, as well 
as the wording of the will, to-wit: “Said trustee shall set apart as a 
separate and special fund all common stock belonging to decedent 

and shall pay to . . . the widow . . . the net in- 
come derived therefrom during her natural lifetime . . .” nega- 
tives any idea that the trustee had the power to sell the stock during 
the widow’s lifetime, but rather indicates that the testator intended 
that the trustee should retain the stock under its control during the 
life of the widow. “The specific mention of certain property in the 
will or other instrument by which the trust is declared, particularly 
where such property comprises the whole of the trust property, is an 
indication of an intention that the property should not be sold but 
should be retained in specie. This is true even though the particular 
property is unproductive.” Restatement of the Law of Trusts, subd. 
(e), sec. 190. 

Turning to the order of May 22, 1936, which is the real bone of 
contention here, it is argued by appellant that the terms of section 
1120 of the Probate Code “invests the probate court with jurisdiction 
to instruct trustees of testamentary trusts in their powers and duties.” 

Section 1120, supra, reads in part as follows: “When a trust created 
by a will continues after distribution, the superior court shall not lose 
jurisdiction of the estate by final distribution, but shall retain juris- 
diction for the purpose of determining to whom the property shall pass 
and be delivered upon final or partial termination of the trust, to the 
extent that such determination is not concluded by the decree of dis- 
tribution, of settling the accounts and passing upon the acts of the 
trustee and for the other purposes hereinafter set forth. Any trustee 
appointed by will, or appointed to execute a trust created by will, may, 


from time to time pending the execution of his trust, . . . render 
for settlement his accounts and report his acts as such trustee, before 
the superior court in which the will was probated . . . The 


trustee may also petition such court, from time to time, for instruc- 
tions as to the administration of the trust. . . .” 

“This statute (1120, Probate Code) confers on the court of probate 
a new jurisdiction, a special jurisdiction derived from the statute; it 
is not a part of the general probate jurisdiction to administer estates 
of decedents, but corresponds to the equity jurisdiction over trusts 
which, but for the statute conferring it, the court of probate would 
not have. (In re Estate of Hubbell, 121 Cal. App. 38 [8 P. 2d 530]; 
Parkman v. Superior Court, 77 Cal. App. 321 [246 P. 334].) Practi- 
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cally a portion of the general jurisdiction over trusts has been reserved 
to and reposed in the court of probate. Prob. Code, secs. 1120-1127, 
seem to add nothing to the general administrative law of trusts, but 
merely to empower probate courts to do what equity always has done.) 
Nothing beyond the jurisdiction thus granted may be exercised by the 
court in probate.” 11b Cal. Jur., p. 838. 

Referring to the same section, the court in Re Estate of Smith, 
4 Cal. App. 2d 548, at page 552, 41 P. 2d 565, at page 567, said: 
“We believe the language employed in the present section [1120] of 
the Probate Code was intended to broaden the jurisdiction of the 
probate court so as to give that court jurisdiction over practically all 
controversies which might arise between the trustees and those claiming 
to be beneficiaries under the trust. This view is strengthened by a 
consideration of section 1240 of the Probate Code, which provides for 
an appeal from an order settling an account of a trustee, from an order 
instructing a trustee,” etc. (Italics added.) See, also, In re Estate 
of Smead, Cal. Sup., 82 P. 2d 182, 183. 

As pointed out in Parkman v. Superior Court, 77 Cal. App. 321, 
246 P. 334, and In re Estate of Hubbell, 121 Cal. App.. 38, 8 P. 2d 
530, except for this statute, the probate court as such would be lacking 
in power to determine questions thus presented to it, and the parties 
would be relegated to the equity arm of the superior court for the relief, 
if any, to which they might be entitled. 


It therefore appears that the probate court has jurisdiction with 
respect to those matters particularly enumerated in section 1120 of 
the Probate Code, including a petition by a trustee for instructions 
as to the administration of his trust, thus making it unnecessary to 
invoke the aid of a court of equity in the determination of controversies 
arising between trustees and beneficiaries which come within the pur- 
view of said section. 

Appellant argues that in making its order of May 22, 1936, in 
answer to trustee’s petition for instructions, the probate court decided 
that the trustee had the power to sell the stock involved herein. This 
position cannot be sustained, for the reason that the question of such 
power was not raised by that proceeding. In the first place, appellant 
trustee asked for no instructions. While its petition was entitled, 
“Petition for Instructions, for Authority to Sell Stock and for Au- 
thority to Invest Proceeds from Sale of Stock,” it was based solely 
upon the allegation: “. . . after careful investigation made by 
your petitioner, your petitioner has concluded that it is for the best 
interests of said estate and im order to bring about a more extenswwe 
diversification im the assets held by your petitioner, to sell approxi- 
mately one-half or three thousand two hundred forty (3,240) shares 
of said common stock of the United Steel & Wire Company; that your 
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petitioner desires this Honorable Court to authorize and direct your 
petitioner to sell said three thousand two hundred forty (3,240) 
shares of Common stock of the United Steel & Wire Company on the 
open market at the current market price on the date of sale at a price 
not less than $7.50 a share.” This was followed by an allegation 
regarding the investment of the proceeds of such sale, and a prayer for 
such authorization. If, as has been asserted by appellant, it was in 
doubt as to its power to sell the said stock, it would have been an easy 
matter to allege that fact, as well as such other facts as would have 
apprized the probate court sitting in equity of the necessity of a deter- 
mination of that question. 

It is now generally accepted that “although by the terms of the 
trust the trustee is not empowered to sell trust propery, or even if he 
is directed not to sell it, yet if owing to circumstances not known to 
the settlor and not anticipated by him, the purpose of the trust would 
be defeated or substantially impaired, unless the property is sold, a 
sale can be made with the permission of the court. . . . The mere 
fact that a sale would be advantageous to the beneficiaries is not of 
itself a sufficient ground for permitting it.” Restatement of the Law 
of Trusts, subd. (f), sec. 190. See, also, 26 Ruling Case Law, page 
1288, section 139. 

Under the facts disclosed by the record, the trial court herein 
properly found that the probate court by its order of May 22, 1936, 
“did not determine or attempt to determine the powers of the trustee,” 
and for all that appears herein, the probate court might well have 
assumed, and no doubt did assume, from the phraseology of the peti- 
tion addressed to it, that the trustee had a general power of sale with 
resepect to the particular trust estate. 

The trustee having failed to allege sufficient facts to give the pro- 
bate court jurisdiction under section 1120 of the Probate Code, it 
follows that the order of May 22, 1936, wherein it is in conflict with 
the terms of the decree of distribution of November 14, 1927, is void 
on its face and of no force and effect, and consequently may be at- 
tacked either directly or collaterally by parties or strangers. Texas 
Co. v. Bank of America, 5 Cal, 2d 35, 53 P. 2d 127. A judgment void 
on its face is not a bar to an action subsequently commenced (Phelan v. 
All Persons, 202 Cal. 175, 259 P. 725), and the rule of res judicata 
does not apply thereto. Willis Finance & Construction Co. v. Porter, 
88 Cal. App. 523, 263 P. 842. 

By reason of the conclusions reached in this opinion, it is not 
deemed necessary to discuss other points raised by appellant. 


The order and judgment sustaining objections to and disallowing 
certain portions of trustee’s eighth account current is affirmed. 
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Construction of Contract of Guaranty 


In determining whether a bond is one of indemnity or 
suretyship, the covenants in the bond should be construed to 
mean what the parties intended in so far as that intention can 
be ascertained by the words used. If, however, the language 
is not free from doubt, then the circumstances surrounding the 
making of the bond, and particularly the purpose for which it 
was given, should be taken into account. E. P. Wilbur Trust 
Co., Now to Use of Federal Deposit Insurance Corp. v. 
Eberts et al., Supreme Court of Pennsylvania, 10 Atl. Rep. 
(2d) 397. 

In this case the Peoples Trust Company of South Bethle- 
hem, which was in financial difficulties, was in the process of 
negotiating for a merger whereby the Peoples Trust Co. would 
be taken over by the E. P. Wilbur Trust Company. The De- 
partment of Banking, however, refused to approve the merger 
unless the directors of the Peoples Trust Co. obligate them- 
selves immediately to the Wilbur Trust Co. to the extent of 
$72,184.45, the amount of the impairment of capital as revealed 
by examination. Prior to the merger, the Peoples Trust Co. 
gave a bond under seal for $75,000 to the Wilbur Trust Co. 
This bond provided that the directors obligate themselves to 
keep harmless and indemnify the Wilbur Trust Co. from all 
actions, costs, damages, losses, and claims that might arise out 
of or on account of any assets which the Peoples Trust Co. 
carried on its books. The bond concluded with a warrant of 
attorney to confess judgment against the obligors. On June 
7, 1984, the treasurer of the Wilbur Trust Co. made an affi- 
davite that $68,618.28 remained due on the bond of January 25, 
1924, and without any specification whatever of items of liabil- 
ity or credits, the bond was thereupon entered as a judgment 
against the directors. 

The court, however, found that proof of actual loss must 
be submitted to a jury before recovery can be had upon the 
bond invoked, even though this ruling renders inefficacious the 
warrant of attorney to confess judgment. The language of 
the bond in question led the court to the conclusion that the 
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NOTE—For similar decisions see Banking Law Journal Digest (Fifth 
Edition) §616. 
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bond was one of indemnity and not suretyship and hence the 
showing of an actual loss is a prerequisite to recovery. The 
following paragraphs are quoted from the court’s opinion, 


This case involves the construction of a written bond or indemnity 
agreement under seal given by defendants to the plaintiff bank in 1924 
at the time when another bank, of which defendants were officers and 
directors, merged with the E. P. Wilbur Trust Company. Plaintiff 
entered judgment against defendants on the bond, which was opened 
on the petition of the appellees, two of the defendants. Appellant, as- 
signee of the judgment, contends that the order opening the judgment 
was error. 

In January, 1924, Peoples Trust Company of South Bethlehem 
was in a financially precarious condition. Negotiations were begun 
for a merger whereby Peoples would be taken over by the E. P. Wilbur 
Trust Company. Appellees Eberts and Metzger were directors of 
Peoples and Eberts was its president. On January 17, 1924, the 
Secretary of Banking formally notified Eberts that the examination 
which the Department of Banking has made of the Peoples Trust Com- 
pany indicated an impairment of capital to the extent of $72,134.45, 
and that this impairment would have to be made good by the directors. 
The officials of the Department of Banking had appraised all the trust 
company’s assets and estimated their depreciation in value, i. e., the 
amount of loss which would occur in liquidation. The Department of 
Banking refused to approve the merger between Peoples and Wilbur 
unless the directors obligated themselves immediately to the extent of 
this impairment of capital. 

A meeting of the board of Peoples was held on January 23rd, at 
which appellees were present. The minutes of this meeting state 
that it was “for the purpose of considering a bond to be given to the 
E. P. Wilbur Trust Company in the sum of $75,000 to be signed by 
each director . . . this bond to be secured by collateral to the 
extent of $50,000 to be put up in equal amounts by each of the indi- 
viduals signing the bond, this to secure the Wilbur Trust Company on 
account of” certain designated indebtedness to the Peoples Trust Com- 
pany, whose assets were being taken over by Wilbur in the proposed 
merger. The Department of Banking had, of course, no knowledge 
of this meeting or of any arrangements reached by the directors among 
themselves. On the 25th of January eighteen directors signed the 
bond, by which they bound themselves to both Peoples and Wilbur in 
the sum of $75,000. This instrument recites the impairment of capi- 
tal, stated to be $72,000, as found by the Secretary of Banking, the 
proposed merger, the refusal of the secretary to approve it until both 
trust companies were secured “against loss by reason of the aforesaid 
impairment,” and the desire of the directors to secure the banks against 
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such loss “by means, inter alia, of this indemnifying bond,” and then 
expresses the condition as follows: “Now, Therefore, if the said 
Obligors shall and will from time to time and at all times hereafter 
save, keep harmless and indemnify the said Peoples Trust Company, 
South Bethlehem, Pa., and the said E. P. Wilbur Trust Company and 
their successor or successors and assigns, and their respective goods, 
chattels, assets, lands and tenements of and from all actions, costs, 
damages, losses, claims and demands whatsoever that may arise out of, 
for or on account of any assets which the said Peoples Trust Company, 
South Bethlehem, Pa., now carries on its books as such, then this 
obligation to be void, otherwise to be and remain in full force and 
virtue.” The bond concludes with a warrant of attorney to confess 
judgment against the obligors, upon which the judgment in the case 
at bar was ultimately entered. 

On the same day, January 25, 1924, the same directors entered 
into a written agreement with the E. P. Wilbur Trust Company where- 
by certain collateral was deposited by them with the latter. The 
agreement makes substantially the same recitals as the bond and 
refers to the impairment of Peoples’ capital amounting to $72,000. 
It provides for the deposit by the directors of collateral consisting of 
securities listed on an annexed schedule, for the sale of the same if 
required and application of the proceeds to make good the impairment 


of capital. There is nothing in the agreement to indicate any intention 
to make it, and the collateral securities transferred to Wilbur pursuant 
to it, subordinate to the bond contemporaneously executed. In fact, 
neither instrument refers in any way to the other. So far as they 
indicate on their face, each undertaking was wholly separate and 
distinct from the other. 


The bond and agreement, with the collateral, were delivered to 
Wilbur, accepted by it in good faith, and the merger effectuated. 
Eberts became a vice-president of Wilbur and both he and Metzger 
were directors thereafter. The bond and collateral agreement were 
submitted to the Secretary of Banking. He returned them to Wilbur 
on January 28, 1924, stating that his department had no objection to 
them. However, on February 7, 1924, one of the deputy secretaries 
wrote to Eberts, as president of Peoples, inquiring how the impairment 
of capital had been made good, whereupon Eberts replied in a letter 
dated February 9, 1924, stating that this matter had been taken care 
of to the satisfaction of Wilbur by “collateral to the amount of 
$50,000 and a bond for $75,000.” On March 14, 1924, the president 
of Wilbur wrote a letter, signed by most of the directors, including 
Metzger, containing detailed comments on the report of the Depart- 
ment of Banking showing an impairment of Peoples’ capital, in the 
course of which was the statement: “As the Department is aware we hold 
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a bond, which has also been examined by the Department of $75,000 
signed by the Directors of the Peoples Trust Company, which is excel- 
lent collateral due to the fact that several of these Directors are worth 
possibly four times this amount, largely on unencumbered property, 
and in addition we also hold at this time approximately $43,000 bonds 
and stocks which can also be realized upon. It was the intention to 
raise a total fund of $125,000 . . . This bond as you know, 
covers any and all losses that might be sustained through notes or 
other assets now held by the Peoples Trust Company and which have 
become the property of the E, P. Wilbur Trust Company. This is a 
highly advantageous contract for us, as it practically guarantees any 
and all losses that may occur in the Peoples Trust Company’s assets.” 

The former directors of Peoples, some of whom had become direc- 
tors of Wilbur Trust Company, thereafter acted in concert, sometimes 
through a committee of three or four members, in their endeavors to 
liquidate the assets of Peoples taken over by Wilbur, realize from 
them as much as possible, and thus reduce their own liability on the 
bond and deposit of collateral agreement. Their efforts apparently 
culminated in a special meeting held by the former directors, held 
September 5, 1930, the minutes of which indicate that they concluded 
to execute, by a committee of three, and deliver to Wilbur Trust Com- 
pany a demand note in the amount of $141,000, upon which all the 
former directors should be liable, the understanding being that this 
note supplemented but was not in lieu of and did not increase the 
obligations to Wilbur which they had previously assumed. A note in 
this amount, with such a reservation stated on its back, was signed by 
the committee and delivered to Wilbur Trust Company. It referred 
to collateral deposited for the same as being “items as per list at- 
tached,” but what this list exactly contained was a matter of dispute 
between the parties. We do not deem this feature of the case im- 
portant, however, except as furnishing the basis for fixing the amount 
of the judgment subsequently entered on the bond. After the $141,000 
note was given, certain credits from liquidation of Peoples former 
assets were applied against that amount, so that by June 7, 1934, it 
had been reduced to $68,618.28. On that date the treasurer of Wilbur 
Trust Company made an affidavit that this sum remained due on de- 
fendants’ bond of January 25, 1924, and, without any specification 
whatever of items of liability or credits, the bond was thereupon 
entered as a judgment against appellees and others, in the amount last 
stated above. 

Appellees moved to strike off the judgment, but this motion was 
denied by the court below. Meanwhile, the judgment was assigned 
by the plaintiff to and marked to the use of the appellant, Federal 
Deposit Insurance Corporation. Separate petitions to open the judg- 
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ment were filed by appellees. Depositions were taken and the court 
below opened the judgment, holding (1) that the bond on which it 
had been entered was not an agreement of guaranty or suretyship but 
one of indemnity, requiring proof of actual loss to be passed upon by 
a jury after pleadings to be filed by the parties; and (2) that the scope 
of the bond was sufficiently broad to include liability for losses sustained 
on any and all assets of Peoples taken over by Wilbur Trust Company 
to the limit of the penal amount of the bond, and should not be con- 
fined to those assets on which the Department of Banking estimated a 
probable loss resulting in impairment of capital. 

The judgment was opened by the court below because of its 
decision on the first question, that the bond indemnified against loss 
and was not an agreement to answer for the default of a third party or 
parties obligated to the Peoples Trust Company. Appellant contends 
that this ruling was erroneous, and that since the bond contained no 
express language denying an intention to create an obligation of surety- 
ship, the Act of July 24, 1913, P. L. 971, sec. 1, 8 P. S. § 1, applies, 
providing that in the absence of such language “every written agree- 
ment . . . to answer for the default of another” shall subject the 
obligor to the liabilities of suretyship. But the distinction between an 
indemnity against loss and an agreement of guaranty or suretyship, 
to answer for another’s default, is a substantial one and is firmly im- 
bedded in our law. Here appellees obligated themselves to “save, keep 
harmless and indemnify . . . of and from all actions, costs dam- 
ages, losses . . .” The language of the bond is that of indemnity, 
not suretyship. Appellees agreed to reimburse plaintiff for any loss 
sustained on an asset received from the bank which it took over (e. g., 
a defaulted obligation due that bank), but not to make payment if 
the obligor thereon did not, without any proof that plaintiff took 
reasonably adequate steps to realize on the asset or on the supporting 
collateral. Instances arise where the party primarily liable defaults 
yet the obligee (guarantee or indemnitee) sustains no loss, as for ex- 
ample, where the collateral deposited as security suffices to discharge 
the debt in full.* Our conclusion in the instant case is that proof of 
actual loss must be submitted to a jury before recovery can be had 
upon the bond invoked, even though this ruling renders inefficacious 
the warrant of attorney to confess judgment. 

Technically the second question stated above, relating to the scope 
of the bond, which was discussed and determined by the trial judge, 
does not properly come before us on this appeal, since it relates not 
to whether appellees have a meritorious defense to the entry of judg- 
ment but to the extent of their liability under the bond in case appel- 


*Seo note in 87 U. of Pa. L. Rev. 465, 471, where the cases are reviewed and 
the various distinctions which the many decisions have made in this field of the 
law are pointed out. 
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lant is entitled to judgment upon proof of losses sustained. Since, 
however, the evidence on this branch of the case was extensive and the 
scope of the trial to ensue depends upon a decision, we will consider it. 
Our conclusion is that the court below correctly held that the bond 
imposed liability on the defendants for losses sustained on any and all 
assets taken over by plaintiff from the Peoples Trust Company. 


Appellees point out that the purpose of the bond, as evidenced by 
its preliminary recitals, was to restore an impairment of capital found 
to exist by the examination of the Department of Banking. From this 
they argue that the bond must be construed as imposing liability only 
for losses ultimately sustained on those assets of Peoples wpon which 
the Department of Banking estimated a loss would occur, in declaring 
an impairment of value. If the bond had referred specifically to the 
threatened losses on those particular items, this contention would have 
weight. But the only reference is to an impairment of capital, which, 
as we have pointed out, was only an estimate based on an appraisal of 
all the assets. ‘This could not be final or conclusive; it was merely the 
best available means at the moment, under the existing circumstances, 
of reaching a tentative calculation of the loss which had up to that 
moment been sustained. Upon liquidation it might be found that losses 
would have to be borne on assets previously thought worth their face 
value, and that other assets were worth more or less than estimated. 
Appellees and their co-directors understood thoroughly that to main- 
tain their institution as a going concern and complete the merger 
these losses or impairments had to be made good. The phrase “im- 
pairment of capital” is referable rather to decline in value of the bank’s 
entire assets. If the parties had intended to impose any such limita- 
tion on their liability, they should have done so. The language used 
in the condition of the bond is broad enough to cover every asset of 
Peoples Trust Company. In fact, the amount of the bond is fixed at 
$75,000, although the impairment to be restored was only $72,155.89. 
This supports the inference that the directors did not have in mind 
only losses on particular items when they signed the bond. 

The prior resolutions of the directors at the meeting held January 
23, 1924, two days before the bond and collateral deposit agreement 
were signed, have but little bearing on the question of interpretation. 
So far as the record discloses, their deliberations were not communi- 
cated to Wilbur Trust Company or to its officers or to the Secretary 
of Banking. The bond and agreement make no reference to each other. 
If the deposit of collateral was intended by the directors only as 
security for performance of the bond, such intention was manifested 
in no writing. The subsequent acts of the directors, including appellees 
in particular, negative their right to a credit on the bond of the pro- 
ceeds of the collateral, as well as any intention not to be bound for 
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losses on any and all of the assets transferred. We refer to the two 
letters quoted above, one written by Appellee Eberts, stating that the 
impairment had been met by both a bond and deposit of collateral, and 
the other from Wilbur Trust Company’s president to the Secretary of 
Banking, signed by appellee Metzger, referring to the deposit of col- 
lateral as being “in addition” to the $75,000 bond, which was to cover 
“any and all losses that might be sustained through notes or other 
assets” of Peoples, and to the intention of the directors: “to raise a 
total fund of $125,000.” It is not clearly apparent from the record 
why the subsequent note for $141,000, dated September 5, 1930, and 
signed by a committee of the directors, was given, but it is a fair 
inference that it was intended to protect against all and not merely 
those losses disclosed when an impairment of capital was first dis- 
covered. As the court below pointed out in its opinion: “The total 
[of this note] was made up from Peoples paper past due at that time.” 


Determination of Beneficial Interests In Trust 


A person who has a beneficial interest in a trust is one who 
might be entitled to share in the estate at the time of distribu- 
tion in accordance with the provisions of the indenture. City 
Bank Farmers Trust Co. v. Walter, Supreme Court, Special 
Term, New York County, 12 N. Y. Supp. (2d) 3893. 

Under § 23 of the New York Personal Property Law, a 
trust agreement which contains no power of revocation may 
be revoked only upon the written consent of all persons bene- 
ficially interested in the trust. 

In this case, under the provisions of the trust agreement 
disposing of Trust Fund A, the principal of said fund after 
the death of Grace W. Gerard, in the event that she fails to 
dispose of said principal by appointment in her will and leaves 
no descendants surviving her at her death, is to be paid over 
“to such persons as shall then (at the time of her death) con- 
stitute her heirs-at-law according to New York laws now gov- 
erning the descent of real estate.” The trust agreement also 
provides: “TI shall not have the power to revoke Trust Fund 
A or to alter any beneficial interest thereunder.” 


NOTE—For similar decisions see Banking Law Journal Digest (Fifth 
Edition) §523. 















230 





THE BANKING LAW JOURNAL 


In determining what constituted the consent of all the 
persons beneficially interested, the court wrote as follows: 

“As it is possible that there may be persons in being at 
this time other than the father, mother and uncle of Grace W. 
Gerard, who may be heirs-at-law at the time of her death, 
according to the New York laws governing the descent of 
real estate in force at the time of the creation of the trust, it may 
not be held that the consent of Grace W. Gerard and of her 
father, mother and uncle constitute the consent of all the per- 
sons beneficially interested, within the meaning of § 28 of the 
Personal Property Law. The court cannot assume that there 
are no persons in existence who would constitute heirs-at-law of 
Grace W. Gerard at her death in the event that her father, 
mother and uncle should predecease her.” 


In Schoellkopf v. Marine Trust Co. of Buffalo, 267 N. Y. 358, 
196 N. E. 288, the Court of Appeals, in an opinion by Judge Lehman, 
declared that (267 N. Y. 362, 196 N. E. page 290): “Any person 
who under the terms of the instrument has a right, whether present or 
future, whether vested or contingent, to income or principal of the 
trust fund, has a beneficial interest in the trust,” and that in deter- 
mining what persons were entitled to such a beneficial interest the 
question to be decided was not who would be entitled to share in the 
estate if distribution were made at the time of the attempted revoca- 
tion, but rather, who might be entitled to share in the estate at the 
time of distribution in accordance with the provisions of the indenture. 

In the very recent case of Engel v. Guaranty Trust Co., 280 
N. Y. 43, 19 N. E. 2d 673, it was an agreed fact that James Mack 
Engel, a brother of the grantor, was his only present next-of-kin. 
The trust agreement provided that upon the grantor’s death the trust 
was to terminate and the principal thereof to be paid to the wife of 
the grantor provided she survived him, and in the event that she 
predeceased him, then to be paid over in accordance with the grantor’s 
last will and testament, or if no provision for distribution be made in 
such will, then to such persons as would have been entitled to take the 
property if the grantor had been the owner thereof at the time of his 
death and had died intestate. The grantor’s wife, as well as James 
Mack Engel, consented to the revocation. The Court of Appeals 
nevertheless held that the attempted revocation was invalid despite 
these consents. Judge Loughran, writing for the court, said (280 
N. Y. pages 47, 48, 19 N. E. 2d page 675): “Although it is not an 
agreed fact that persons now living (other than James Mack Engel) 
are blood relatives of the grantor, it is quite impossible to make a 
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different assumption. Every human being born in lawful wedlock has 
an ancestry that burgeons out into vast numbers when you get into the 
higher branches of his family tree. From any one of the ancestors of 
this grantor may stem another family line that is related to him by 
consanguinity. The whole group has a contingent remainder created 
by this trust indenture.” It follows that the defendants’ motion for 
judgment on the pleadings on the theory that the trust agreement has 
been validly revoked must be denied. 


Collection of Bank Stock Assessment 

A national bank stock assessment claim against the estate 
of a decedent is an unsecured and unpreferred claim and be- 
comes payable only as of the date of the assessment and is 
collectible from a deceased’s estate only in the same manner 
and to the same extent as other claims of like character. Hart 
v. Burke et al., United States Circuit Court of Appeals, Third 
Circuit. 108 Fed, Rep. (2d) 82. 

In this case the receiver of the insolvent Union National 
Bank of Scranton, Pa., by reason of the contingent stock 
assessment claim, was a creditor of the estate of Catherine H. 
Burke who died December 7, 1982. At the time of her death, 
the testratrix owned 284 shares of the stock of the Union Na- 
tional Bank. The executors of the Burke estate charged them- 
selves with the stock of the Bank at the inventory value of 
$29,250 but later filed a supplemental account in which it 
appeared that on November 17, 1934, they had charged off 
the bank stock as worthless. Pursuant to the adjudication of the 
court, the assets of the estate were distributed to the legatees, 
but no distribution of the bank stock was directed. Two years 
after the audit of the executors’ account, the receiver made his 
national bank stock assessment and sought recovery from 
the legatees. 

The court found that under the Pennsylvania law, the 
receiver of the insolvent national bank became a creditor of 
the estate of the deceased stockholder from the date of his 
appointment, by reason of the contingent stock assessment 
claim, and as such was required to present that claim at the 


NOTE—For similar decisions see Banking Law Journal Digest (Fifth 
Edition) §145. 
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audit of the executors’ account on November 19, 1984, and to 
request the court to direct the executors to withhold from dis- 
tribution for a reasonable time a sum sufficient to meet the 
claim when and if the assessment was made. His failure to 
make claim at the audit barred him from any later claim, 
against the assets then distributed, based on the liability of the 
estate to pay the assessment. ‘The fact that the national bank 
stock assessment was not made until more than two years after 
the audit did not excuse the failure to present the claim at the 
audit. In its opinion, the court wrote: 


The appellees, Walter H. Burke, John B. Burke and the Scranton 
Lackawanna Trust Company, are the executors of the will of Catherine 
H. Burke, who died December 7, 1932. ‘The individual appellees, Walter 
R. Burke and John B. Burke, are also the sole legatees under her will. 
At the time of her death the testatrix owned 234 shares of the stock 
ef the Union National Bank of Scranton, Pa. The Bank was closed 
March 5, 1933, under presidential proclamation and never thereafter 
resumed normal banking operations. The appellant was appointed 
receiver of the Bank on February 21, 1934, 

In their account filed April 30, 1934, the appellee executors charged 
themselves with the stock of the Bank at the inventory value of $29,250. 
Their account was confirmed finally May 12, 1934, by the Orphans’ 
Court of Lackawanna County, Pennsylvania. On June 8, 1934, the 
appellee executors petitioned that court for distribution and the audit 
was held November 19, 1934. On the day of the audit the appellee 
executors filed a supplemental account in which it appeared that on 
November 17, 1934, they had charged off the bank stock as worthless. 
No notice was given of the filing of the supplemental account. By 
adjudication of the Orphans’ Court of Lackawanna County filed 
November 23, 1934, the estate assets were directed to be distributed 
to the individual appellees but no distribution was directed of the bank 
stock. Pursuant to the adjudication the assets of the estate other 
than the bank stock were actually distributed to the individual 
appellees. 

On November 27, 1936, the Comptroller of the Currency made an 
order for an assessment of 100 per cent upon the capital stock of the 
Bank. Demand was thereupon made upon the appellees for the pay- 
ment of the assessment, which demand was refused. On June 16, 1938, 
the appellant filed a bill in equity in the district court for the Middle 
District of Pennsylvania in which he sought to have the appellees found 
guilty of a devastavit in having improperly administered the estate of 
the decedent, requested judgment against the appellees individually 
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and against the decedent’s estate and sought a finding that assets of the 
estate be followed in the hands of the individual appellees for satisfac- 
tion of the judgment. Upon motion of the appellees the district court 
dismissed the bill of complaint. 25 F. Supp. 945. The receiver there- 
upon took the present appeal. 


The assessment which the appellant seeks to recover was made 
pursuant to Sec. 5151, Rev. Stat, as amended by Sec. 23 of the Federal 
Reserve Act, 12 U. S. C. § 64, 12 U.S. C. A. § 64, which provides in 
part that: “The stockholders of every national banking association 
shall be held individually responsible for all contracts, debts, and 
engagements of such association, each to the amount of his stock 
therein, at the par value thereof in addition to the amount invested in 
such stock.” By Sec. 5152, Rev. Stat., 12 U. S. C. A. § 66, it is pro- 
vided that: “Persons holding stock as executors, administrators, 
guardians, or trustees, shall not be personally subject to any liabilities 
as stockholders; but the estates and funds in their hands shall be liable 
in like manner and to the same extent as the testator, intestate, ward, 
vr person interested in such trust funds would be, if living and com- 
petent to act and hold the stock in his own name.” The Act of June 
30, 1876, 19 Stat. 63, 12 U. S. C. § 191, 12 U.S. C. A. § 191, provides 
that, “. . . . whenever the comptroller shall become satisfied of 
the insolvency of a national banking association, he may, after due 
examination of its affairs . . . appoint a receiver who shall pro- 
ceed to close up such association, and enforce the personal liability of 
the shareholders . . .” 


It will thus be seen that the stockholder’s liability is imposed by 
statute. The original subscriber and all vendees of his stock, upon 
assuming the status of a stockholder, assume it subject to the condi- 
tions and burdens imposed by the statute as incident to the holding of 
national bank shares. One of these burdens is the contingent obliga- 
tion to pay an assessment when ordered by the Comptroller. The 
Comptroller’s action in making the assessment converts the stock- 
holder’s contingent obligation into an absolute one. Pufahl v. Estate 
of Parks, 299 U. S. 217, 57 S. Ct. 151, 81 L. Ed. 133. It follows that 
prior to the making of the assessment by the Comptroller the credi- 
tors of a national bank and the receiver as their representative are 
creditors of the stockholders having a contingent claim against them. 

In Pufahl v. Estate of Parks, supra, the Supreme Court definitely 
held that the law gives this contingent claim no lien either against the 
property of a living stockholder or against the estate of a deceased 
one. On the contrary it was held in that case that the claim created 
by the statute is unsecured and unpreferred, becomes payable only 
as of the date of assessment, and is collectible from a decedent’s estate 
only in the same manner and to the same extent as other claims against 
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the estate of equal dignity and like character. Mr. Justice Roberts in 
the opinion of the court (299 U. S. at page 232, 57 S. Ct. at page 159, 
81 L. Ed. 133) concludes: “In the absence of federal legislation giving 
priority to a claim for an assessment of stockholders’ liability over 
other debts, or a lien upon the assets of a deceased stockholder’s 
estate, or a special remedy, the claim is not entitled to distribution 
otherwise than as specified in a nondiscriminatory statute of the domi- 
cile.” We conclude that the appellee executors in the present case at 
the time they petitioned the Orphans’ Court for distribution of all the 
assets of the decedent’s estate except the bank stock, were under no 
duty to withhold sufficient assets to protect the contingent liability for 
an assessment which had not then been made. 

Section 49 (b) of the Pennsylvania Fiduciaries Act of 1917, 20 
P. S. Pa. § 862, provides in part that: “Where distribution of a de- 
cedent’s estate is awarded by the orphans’ court, after audit and con- 
firmation of any account of the executors or administrators, such 
decree of distribution shall protect the executors or administrators 
from personal liability with respect to the property so distributed.” 
The appellee executors were protected by this act in making distribu- 
tion pursuant to the decree of the Orphans’ Court of Lackawanna 
County and the district court properly concluded that they could not 
be held personally liable to the appellant as for a devastavit. 


The appellant further argues that he was entitled to judgment 
against the appellee executors for the amount of the assessment and 
that he should have been permitted to recover the judgment out of the 
assets of the estate in the hands of the individual appellees as distribu- 
tees. Even if the appellant is entitled to judgment against the execu- 
tors as such it does not follow that he is entitled to execution out of 
the assets distributed to the individual appellees pursuant to the 
adjudication of the Orphans’ Court. Section 49 (d) of the Pennsyl- 
vania Fiduciaries Act of 1917, 20 P. S. Pa. § 864, provides that: “No 
creditor of a decedent who shall neglect or refuse to present his claim 
at the audit of the account of the executor . . . of which public 
notice has been given . . . _ shall be entitled to receive any share 
of the assets distributed in pursuance of such audit.” This statute 
does not discriminate against national bank assessment claims and it 
therefore applies to such claims. Pufahl v. Estate of Parks, supra. 
Consequently a bank assessment claim against the estate of a Pennsyl- 
vania decedent must be presented for allowance at the audit of an 
executor’s account if it is to share in the distribution of the assets 
included in the account and distributed pursuant to the adjudication 
thereof by the Orphans’ Court. 

The appellant contends, however, that this statutory limitation is 
not applicable because at the time of the audit his claim was contingent 
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and unmatured, accruing only upon assessment, and that since the 
assessment was not actually made until more than two years after the 
audit no claim could have been made at the audit. It is a sufficient 
answer to this contention to point out that a creditor’s claim, even 
though contingent, may under Pennsylvania practice be presented at 
the audit of the executor’s account. In Converse’s Estate, 240 Pa. 
458, 87 A. 489, the decedent had pledged $10,000 to a charity upon 
condition that the charity obtain pledges or payment to an endowment 
fund of $200,000. At the time of the decedent’s death but a small 
percentage of the necessary pledges had been obtained. Nevertheless 
the charity presented its claim, unquestionably contingent, at the audit 
of the executor’s account and obtained an order to have the amount 
of the decedent’s pledge set aside from distribution. This order was 
affirmed by the Supreme Court. 

It will thus be seen that the fact that a claim is contingent does 
not prevent a creditor from safeguarding his rights at the audit of the 
executor’s account. The Pennsylvania courts have gone even further. 
They have held that failure to present a contingent claim at the audit 
is neglect sufficient to preclude a later attempt to obtain equitable 
relief. In Re Walbridge’s Estate, 314 Pa. 250, 171 A. 580, the de- 
cedent and two of the petitioners, who were partners in a brokerage 
firm, purchased real estate subject to a mortgage. Each of the 
partners executed the bonds accompanying the mortgage. The two 
petitioners retired from the partnership and obtained an agreement 
of indemnity from the decedent and releases from the obligees of the 
bonds. Later the brokerage firm became insolvent and the obligees 
repudiated their releases. It was then that the petitioners sought to 
have an adjudication opened as to them and have a sum set aside to 
await a possible liability upon the bonds in the event their releases 
were adjudicated invalid. The Pennsylvania Supreme Court held that 
since the petitioners had taken no steps prior to adjudication to have 
their claims protected they were not entitled in law or equity to have 
the adjudication opened. 


Applying the applicable law of Pennsylvania to the facts of the 
present case we conclude that from the date of the appointment of 
the appellant as receiver on February 21, 1934, he was a creditor of 
the testatrix’s estate by reason of the contingent stock assessment 
claim. As such it was his duty to present that claim at the audit of 
the executors’ account on November 19, 1934, and to request the court 
to direct the executors to withhold from distribution for a reasonable 
time a sum sufficient to meet the claim when and if the assessment was 
made. His failure to make claim at the audit, therefore, barred him 
from any later claim against the assets then distributed based on the 
liability of the estate to pay the assessment. 
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pertaining to the law of banking and negotiable instruments. 
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COLLECTING BANK 


Peavy-Moore Lumber Co., Inc., v. First National Bank of Beaumont, 
Commission of Appeals of Texas, 128 S. W. Rep. (2d) 1158 

























Where a draft on the principal by its agent contains marginal no- 
tations or memoranda which state that it is for the account of a 
named customer, such statement is not merely a memorandum for the 
benefit of the principal and its agent, but constitutes a direction to 
the collecting bank for the application of the funds when collected. 

In this case, the agent’s execution and delivery to the bank for col- 
lection of draft on his principal for the account of a named customer 
of the principal made the bank the agent of the customer with respect 
to payment of the proceeds, even though the customer had nothing 
to do with the execution or delivery of the draft and did not know 
that it had been drawn. The collecting bank upon making collection 
became the debtor of the customer and not the debtor of the agent. 


Certified Questions from Court of Civil Appeals of Ninth Supreme 
Judicial District. 

Suit by Peavy-Moore Lumber Co., Inc., against the First National 
Bank of Beaumont. From a judgment for defendant, the plaintiff ap- 
pealed to the Court of Civil Appeals for the Ninth Supreme Judicial 
District, which reversed the judgment and rendered judgment in favor 
of appellant, and subsequently, pending decision of motion for rehear- 
ing, certified five questions to the Commission of Appeals. 

Questions answered. 

John H. Benckenstein and A. M. Huffman, both of Beaumont, for 
appellant. 

Smith, Smith & Boyd and Victor Ippolito, all of Beaumont, for 
appellee. 


NOTE—For similar decisions see Banking Law Journal Digest (Fifth 
Edition) §297. 
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SMEDLEY, C.—The Court of Civil Appeals for the Ninth Supreme 
Judicial District has certified five questions to this court, pending 
decision of motion for rehearing filed in that court after its reversal 
of the district court’s judgment and rendition of judgment in favor of 
appellant. 

On August 3, 1935, Long Island Machinery & Equipment Company, 
Inc., of New York City, New York, hereinafter referred to as Long 
Island Company, was indebted to appellant, Peavy-Moore Lumber Com- 
pany, Inc., hereinafter referred to as Peavy-Moore, in the sum of 
$1,894.95. The Long Island Company was engaged in interstate com- 
merce, and Jack Garson, brother of its president, Frank Garson, repre- 
sented it as a buying and selling agent in southeastern Texas 
and western Louisiana; his agency was limited to the extent 
that his dealings with his principal’s customers were subject to ratifica- 
tion by his principal. On the 3rd day of August, 1935, Jack Garson 
drew and delivered to a teller of The First National Bank of Beaumont 
(hereinafter referred to as the bank) for collection the following de- 
scribed draft: drawn on a form of customer’s draft used by the said 
bank, dated at Beaumont, Texas, August 3, 1935, payable to the order 
of The First National Bank of Beaumont, Texas, for the sum of $1,000, 
drawn on Long Island Machinery & Equipment Company, Inc., 25 West 
48rd St., New York, New York, signed ‘‘Jack Garson.’’ On the face of 
the draft immediately after the words ‘‘One Thousand Dollars,’’ the 
amount of the draft, and above the name of the drawee and the signa- 
ture of the drawer, appear in parenthesis the following words typed in 
capital letters: ‘‘For account Peavy-Moore Lbr. Co.’’ The words last 
quoted are followed by another phrase in parenthesis but not in capital 
letters: ‘‘to apply on account loading rails at Starks, La. and Lunita, 
La.’’ This draft was forwarded by the bank in due course, was pre- 
sented to the Long Island Company and duly paid by it, and the pro- 
ceeds were remitted to the bank. Instead of crediting the proceeds of 
the draft to Peavy-Moore the bank paid the proceeds to Jack Garson 
under the following collection receipt given by him to the teller at the 
time the draft was presented for collection: 

‘*First National Bank 
Beaumont, Texas 8/3/35 


“‘By Jack Garson Entered for Collection 


¢/o Hotel Bmt. 


‘‘Item Draft dated 8/3 Due S $1,000.00 
Payer 

Maker Self on Long Island Mach. & Equip. Co., N. Y. 

ESE BRE Pr caer rasan sme rere CSIR Porter mar Pca 

Apply Proceeds .....................0006: NTE Nore ees ee C. C. Hold 


‘‘Signature of Customer 
‘‘Jack Garson’’ 
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The words ‘‘apply proceeds ... C. C. Hold’’ meant for the bank to 
convert the proceeds into a cashier’s check payable to Jack Garson to 
be held and delivered to him. Payment was made to Garson in that 
manner. Garson cashed the cashier’s check, and was given part of its 
proceeds in cash and the balance in a second cashier’s check payable to 
his order. Peavy-Moore was not a customer of the bank and carried no 
account with it. The bank knew nothing of the business relations be- 
tween Peavy-Moore and the Long Island Company, nor that the Long 
Island Company was indebted to Peavy-Moore, except as advised of 
that fact by the wording of the draft copied above. 

On this point, in accepting the draft, the teller read all the language 
of the draft and, on the trial of this case, had an independent recol- 
lection of the contents of the draft. 

After the bank paid the amount of the draft to Jack Garson, Peavy- 
Moore received from the Long Island Company a check for $894.90, 
endorsed in full settlement of its account, which Peavy-Moore refused 
to accept. In the negotiations relating to this check Peavy-Moore learned 
for the first time that Jack Garson had drawn the draft and had con- 
verted the proceeds to his own use. Thereupon on the 6th day of 
December, 1935, Peavy-Moore filed this suit against the bank on the 
theory that the draft was drawn for its account, that the bank so 
accepted the draft and thereby became bound to collect it and to hold 
the proceeds subject to its order; that the proceeds constituted a trust 
fund for its benefit and, by paying the money to Jack Garson, the bank 
breached its trust and became liable to pay it the sum of $1,000, with 
interest at 6 per cent. per annum from the 3rd day of August, 1935, for 
all of which it prayed judgment. The bank answered by demurrers, 
general denial, and special pleas to the effect that the language of the 
draft ‘‘ (For Account Peavy Moore Lbr. Co) (to apply on account load- 
ing rails at Starks, La., and Lunita, La.)’’ was ‘‘merely a memorandum 
for the convenience of parties other than the bank,’’ and not an instruc- 
tion to the bank directing that the funds be paid to Peavy-Moore, and 
further that ‘‘the bank was required as a matter of law to obey the in- 
structions of the drawer of said draft as to disposition of the proceeds,”’ 
referring to the collection receipt, the written memorandum copied above. 
On trial before the court without a jury judgment was entered in favor 
of the bank, supported by conclusions of fact and law, which were duly 
excepted to by Peavy-Moore. 

The following questions are certified: 


‘*Question No. 1. In accepting the draft for collection in the form 
drawn, did The First National Bank make itself a trustee to hold the 
funds when collected for the account of Peavy-Moore Lumber Company ? 

‘*Question No. 2. When the draft in issue was presented for collec- 
tion to Long Island Machinery & Equipment Company, Inc., at its office 
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at 25 West 43rd Street, New York, N. Y., and there paid, and when the 
proceeds of the collection were returned to The First National Bank of 
Beaumont, at Beaumont, Texas, did it hold the proceeds of the collection 
as trustee to pay the funds to the Peavy-Moore Lumber Company? 


‘‘Question No. 3. Did the language ‘(For Account Peavy-Moore 
Lbr. Co.) (to apply on account loading rails at Starks, La., and Lunita, 
La.),’ appearing as and where it did on the draft, amount only to a 
‘memorandum’ for the benefit of Long Island Machinery & Equipment 
Company, Inc., and its agent Jack Garson, or did it constitute a direc- 
tion to The First National Bank for application of the funds when 
collected? 


‘‘Question No. 4. If you should answer that the language of the 
draft certified by Question No. 3 amounted merely to ‘a memorandum,’ 
then, on the peculiar facts of this case, was The First National Bank 
liable to Peavy-Moore for the $1,000.00, as held in the majority opinion ? 

“‘Question No. 5. After Jack Garson wrote the draft in issue and 
delivered it to The First National Bank for collection, or in connection 
with the delivery of the draft, he executed and filed with the bank the 
following written instructions : 


‘¢ ‘First National Bank 
‘« ‘Beaumont, Texas 8/3/35 
‘« “Entered for Collection 


‘* ‘By Jack Garson 
c/o Hotel Bmt. 
Item Draft dated 8/3 Due S $1,000.00 


Payer 
Maker Self on Long Island Mach. & Equip. Co., N. Y. 
MINT sscasixisersniessess 
EE IDs cyiidascsitninvincannaessncsoible C. C. Hold 
“Signature of Customer 
‘* “Jack Garson’; 


having accepted this written instrument, was The First National Bank 
bound to pay, or did it have the legal right to pay the proceeds of the 
draft when collected to Jack Garson, as it in fact did pay such proceeds 
to him, notwithstanding the language of the draft certified by Ques- 
tion No. 3?”’ 


As is apparent from the contents of the certificate from the Court of 
Civil Appeals, it is necessary first to determine whether the words 
appearing on the face of the draft in parenthesis, and particularly the 
words ‘‘For account Peavy-Moore Lbr. Co.,”” constitute a part of the 
instrument itself or merely a memorandum written thereon as such for 
the convenience of one or more of the parties. The general rule, sup- 
ported by many authorities, is that marginal notations or memoranda 
placed on a note or bill at the time of its execution, with the intention 
of making them a part of the contract, become part of the instrument 
and are to be given the same effect as if they were inserted in its body. 
Bryson v. Oliver Farm Equipment Sales Co., Tex. Civ. App., 61 S. W. 
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2d 147; Meade v. Sandidge, 9 Tex. Civ. App. 360 S. W. 245 (applica- 
tion for writ of error refused). Farmers’ Bank of Nashville v. Johnson, 
King & Co., 134 Ga. 486, 68 S. E. 85, 30 L. R. A., N. S., 697, 187 Am. 
St. Rep. 242; Scholbe v. Schuchardt, 292 Ill. 529, 127 N. E. 169, 13 
A. L. R. 247, and note pages 252 and following; 7 Amer. Jur. pp. 
816-820, Secs. 53-60; 10 C. J. S., Bills and Notes, pp. 480-482, § 44a. 

In our opinion it is clearly apparent, from the manner in which the 
words with reference to Peavy-Moore were placed on the face of the 
draft and from the facts certified, that the drawer intended and that 
both the payee and drawee must have understood such words to be an 
integral part of the draft. The drawee was indebted to Peavy-Moore. 
The drawer Garson was the drawee’s agent, but according to the certifi- 
cate his agency was limited to the extent that his dealings with his 
principal’s customers were subect to ratification by his principal. The 
draft was drawn and delivered to The First National Bank of Beaumont 
for the purpose of accomplishing the collection of the debt due by the 
drawee to Peavy-Moore. The proceeds of the draft did not belong to 
Garson and it does not appear that he had authority to collect or re- 
ceive them. After making the draft payable to the bank, which was 
merely the collection agency, he wrote into the face of it in capital let- 
ters the words ‘‘For Account Peavy-Moore Lbr. Co.,’’ thus making it 
plainly appear on and in the instrument that the proceeds belonged to 
Peavy-Moore Lumber Company and that the collection was to be made 
for its account. 

The execution of the draft and its delivery to the bank for collec- 
tion, in our opinion, made the bank the agent of the Peavy-Moore Com- 
pany, even though that company had nothing to do with the execution 
or delivery of the draft and did not know that it had been drawn. This 
state is committed to the rule that a correspondent bank to which another 
bank has sent a customer’s negotiable instrument for collection is the 
agent of the owner of the paper and is liable directly to him for loss 
resulting from its negligence in making the collection or its failure to 
follow the instructions given as to the manner of collecting the paper 
or as to disposition of the proceeds. Tillman County Bank v. Behr- 
inger, 113 Tex. 415, 257 S. W. 206, 36 A. L. R. 1302; Citizens’ National 
Bank of Abilene v. Overstreet, Tex. Civ. App., 77 S. W. 2d 250 (appli- 
cation for writ of error refused). The Court expressed the opinion 
in Tillman County Bank v. Behringer, supra, that in such case there 
is no lack of privity between the collecting bank and the owner of the 
paper, because the collecting bank is aware that it has for collection 
the owner’s paper ‘‘and accepts the duty of that service for the benefit 
of and on account of said owner.’’ [113 Tex. 415, 257 S. W. 208.] The 
same principle is applicable in the instant case. The bank was advised 
by the wording of the draft that the debt for the collection of which 
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the draft was drawn belonged to Peavy-Moore. Furthermore, as shown 
by the certificate, the teller of the bank read all of the language of the 
draft when he accepted it for collection and had at the time of the 
trial an independent recollection of the contents of the draft. The bank, 
with this knowledge, undertook to make the collection for the benefit 
of and on account of Peavy-Moore. 

After the draft was paid and the proceeds remitted to it, the Beau- 
mont bank had in its possession funds which belonged to Peavy-Moore 
and which it had been instructed to collect for the account of Peavy- 
Moore. The relation then existing between the bank and Peavy-Moore 
was substantially the same as the relation between a bank and one in 
whose name a deposit has been made by another. In such case the bank 
becomes the debtor of the person for whom and in whose name the de- 
posit is made, and the money cannot be withdrawn by him who made 
the deposit unless it is proven that he, rather than the person in whose 
name the deposit was made, is the true owner. Cozart v. Western Na- 
tional Bank of Fort Worth, Tex. Civ. App., 194 S. W. 644 (application 
for writ of error refused) ; American National Bank v. Funk, 68 OKI. 
169, 172 P. 1078, L. R. A. 1918F, 1137; 7 Amer. Jur. p. 363, Sec. 509; 
Michie on Banks and Banking, Vol. 5, pp. 168-176, Sees. 79-83. 

Appellee insists that since it acted only as collection medium at the 
instance of Garson, who drew the draft, it was required to obey the 
instructions given by him, as evidenced by the collection receipt, to 
convert the proceeds of the draft into a cashier’s check to be held and 
delivered to him, and that when it obeyed such instructions it dis- 
charged the obligation assumed in its acceptance of the draft. Most of 
the authorities cited in support of this contention are cases in which 
notations made on checks were clearly intended to constitute mere 
memorandum for the convenience of the drawers. Others are cases 
holding that ordinarily when the owner of commercial paper delivers 
it to a bank for collection, or when one draws a draft payable to a bank 
and delivers it to the bank for collection, the bank becomes the agent 
of the owner of the paper or of the drawer and must follow the instruc- 
tions of: the owner or the drawer. In none of such cases does the draft 
bear on its face, as here, the statement that it is drawn for the account 
of another than the drawer. It is true, of course, that when the bank 
is not advised by the face of the draft or otherwise that the debt for 
the payment of which a draft payable to it is drawn belongs to one other 
than the drawer, instructions given by the drawer for disposition of 
the proceeds when collected must be followed by the bank. 

Here Garson gave contradictory instructions. In the face of the 
draft he directed that the collection be made for the account of Peavy- 
Moore. In the receipt he directed that it be made for himself. If the 
collection receipt were not contradictory of the draft, the two instru- 
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The words ‘‘apply proceeds . .. C. C. Hold’’ meant for the bank to 
convert the proceeds into a cashier’s check payable to Jack Garson to 
be held and delivered to him. Payment was made to Garson in that 
manner. Garson cashed the cashier’s check, and was given part of its 
proceeds in cash and the balance in a second cashier’s check payable to 
his order. Peavy-Moore was not a customer of the bank and carried no 
account with it. The bank knew nothing of the business relations be- 
tween Peavy-Moore and the Long Island Company, nor that the Long 
Island Company was indebted to Peavy-Moore, except as advised of 
that fact by the wording of the draft copied above. 

On this point, in accepting the draft, the teller read all the language 
of the draft and, on the trial of this case, had an independent recol- 
lection of the contents of the draft. 

After the bank paid the amount of the draft to Jack Garson, Peavy- 
Moore received from the Long Island Company a check for $894.90, 
endorsed in full settlement of its account, which Peavy-Moore refused 
to accept. In the negotiations relating to this check Peavy-Moore learned 
for the first time that Jack Garson had drawn the draft and had con- 
verted the proceeds to his own use. Thereupon on the 6th day of 
December, 1935, Peavy-Moore filed this suit against the bank on the 
theory that the draft was drawn for its account, that the bank so 
accepted the draft and thereby became bound to collect it and to hold 
the proceeds subject to its order; that the proceeds constituted a trust 
fund for its benefit and, by paying the money to Jack Garson, the bank 
breached its trust and became liable to pay it the sum of $1,000, with 
interest at 6 per cent. per annum from the 3rd day of August, 1935, for 
all of which it prayed judgment. The bank answered by demurrers, 
general denial, and special pleas to the effect that the language of the 
draft ‘‘ (For Account Peavy Moore Lbr. Co) (to apply on account load- 
ing rails at Starks, La., and Lunita, La.)’’ was ‘‘merely a memorandum 
for the convenience of parties other than the bank,’’ and not an instruc- 
tion to the bank directing that the funds be paid to Peavy-Moore, and 
further that ‘‘the bank was required as a matter of law to obey the in- 
structions of the drawer of said draft as to disposition of the proceeds,’’ 
referring to the collection receipt, the written memorandum copied above. 
On trial before the court without a jury judgment was entered in favor 
of the bank, supported by conclusions of fact and law, which were duly 
excepted to by Peavy-Moore. 

The following questions are certified : 


‘Question No. 1. In accepting the draft for collection in the form 
drawn, did The First National Bank make itself a trustee to hold the 
funds when collected for the account of Peavy-Moore Lumber Company? 

‘‘Question No. 2. When the draft in issue was presented for collec- 
tion to Long Island Machinery & Equipment Company, Inc., at its office 
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at 25 West 43rd Street, New York, N. Y., and there paid, and when the 

proceeds of the collection were returned to The First National Bank of 
ey at Beaumont, Texas, did it hold the proceeds of the collection 
as trustee to pay the funds to the Peavy-Moore Lumber Company? 

“Question No. 3. Did the language ‘(For Account Peavy-Moore 
Lbr. Co.) (to apply on account loading rails at Starks, La., and Lunita, 
La.),’ appearing as and where it did on the draft, amount only to a 
‘memorandum’ for the benefit of Long Island Machinery & Equipment 
Company, Inc., and its agent Jack Garson, or did it constitute a direc- 
tion to The First National Bank for application of the funds when 
collected ? 

‘Question No. 4. If you should answer that the language of the 
draft certified by Question No. 3 amounted merely to ‘a memorandum,’ 
then, on the peculiar facts of this case, was The First National Bank 
liable to Peavy-Moore for the $1,000.00, as held in the majority opinion ? 

‘Question No. 5. After Jack Garson wrote the draft in issue and 
delivered it to The First National Bank for collection, or in connection 
with the delivery of the draft, he executed and filed with the bank the 
following written instructions : 


‘* “First National Bank 
‘* “Beaumont, Texas 8/3/35 
‘* «Entered for Collection 
‘* “By Jack Garson 
c/o Hotel Bmt. 
Item Draft dated 8/3 Due S $1,000.00 
Payer 
Maker Self on Long Island Mach. & Equip. Co., N. Y. 
INS, sisscecinssedapesns 
I PINE iiscscsisovcsvvsnsnrsovsnceedscesecs C. C. Hold 
‘‘Signature of Customer 
“* “Jack Garson’; 


having accepted this written instrument, was The First National Bank 
bound to pay, or did it have the legal right to pay the proceeds of the 
draft when collected to Jack Garson, as it in fact did pay such proceeds 
to him, notwithstanding the language of the draft certified by Ques- 
tion No. 3?’’ 


As is apparent from the contents of the certificate from the Court of 
Civil Appeals, it is necessary first to determine whether the words 
appearing on the face of the draft in parenthesis, and particularly the 
words ‘‘For account Peavy-Moore Lbr. Co.,’’ constitute. a part of the 
instrument itself or merely a memorandum written thereon as such for 
the convenience of one or more of the parties. The general rule, sup- 
ported by many authorities, is that marginal notations or memoranda 
placed on a note or bill at the time of its execution, with the intention 
of making them a part of the contract, become part of the instrument 
and are to be given the same effect as if they were inserted in its body. 
Bryson v. Oliver Farm Equipment Sales Co., Tex. Civ. App., 61 S. W- 
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2d 147; Meade v. Sandidge, 9 Tex. Civ. App. 360 S. W. 245 (applica- 
tion for writ of error refused). Farmers’ Bank of Nashville v. Johnson, 
King & Co., 134 Ga. 486, 68 S. E. 85, 30 L. R. A., N. S., 697, 187 Am. 
St. Rep. 242; Scholbe v. Schuchardt, 292 Ill. 529, 127 N. E. 169, 13 
A. L. R. 247, and note pages 252 and following; 7 Amer. Jur. pp. 
816-820, Secs. 53-60; 10 C. J. S., Bills and Notes, pp. 480-482, § 44a. 

In our opinion it is clearly apparent, from the manner in which the 
words with reference to Peavy-Moore were placed on the face of the 
draft and from the facts certified, that the drawer intended and that 
both the payee and drawee must have understood such words to be an 
integral part of the draft. The drawee was indebted to Peavy-Moore. 
The drawer Garson was the drawee’s agent, but according to the certifi- 
eate his agency was limited to the extent that his dealings with his 
principal’s customers were subect to ratification by his principal. The 
draft was drawn and delivered to The First National Bank of Beaumont 
for the purpose of accomplishing the collection of the debt due by the 
drawee to Peavy-Moore. The proceeds of the draft did not belong to 
Garson and it does not appear that he had authority to collect or re- 
ceive them. After making the draft payable to the bank, which was 
merely the collection agency, he wrote into the face of it in capital let- 
ters the words ‘‘For Account Peavy-Moore Lbr. Co.,’’ thus making it 
plainly appear on and in the instrument that the proceeds belonged to 
Peavy-Moore Lumber Company and that the collection was to be made 
for its account. 

The execution of the draft and its delivery to the bank for collec- 
tion, in our opinion, made the bank the agent of the Peavy-Moore Com- 
pany, even though that company had nothing to do with the execution 
or delivery of the draft and did not know that it had been drawn. This 
state is committed to the rule that a correspondent bank to which another 
bank has sent a customer’s negotiable instrument for collection is the 
agent of the owner of the paper and is liable directly to him for loss 
resulting from its negligence in making the collection or its failure to 
follow the instructions given as to the manner of collecting the paper 
or as to disposition of the proceeds. Tillman County Bank v. Behr- 
inger, 113 Tex. 415, 257 S. W. 206, 36 A. L. R. 1302; Citizens’ National 
Bank of Abilene v. Overstreet, Tex. Civ. App., 77S. W. 2d 250 (appli- 
eation for writ of error refused). The Court expressed the opinion 
in Tillman County Bank v. Behringer, supra, that in such case there 
is no lack of privity between the collecting bank and the owner of the 
paper, because the collecting bank is aware that it has for collection 
the owner’s paper ‘‘and accepts the duty of that service for the benefit 
of and on account of said owner.’’ [113 Tex. 415, 257 S. W. 208.] The 
same principle is applicable in the instant case. The bank was advised 
by the wording of the draft that the debt for the collection of which 
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the draft was drawn belonged to Peavy-Moore. Furthermore, as shown 
by the certificate, the teller of the bank read all of the language of the 
draft when he accepted it for collection and had at the time of the 
trial an independent recollection of the contents of the draft. The bank, 
with this knowledge, undertook to make the collection for the benefit 
of and on account of Peavy-Moore. 

After the draft was paid and the proceeds remitted to it, the Beau- 
mont bank had in its possession funds which belonged to Peavy-Moore 
and which it had been instructed to collect for the account of Peavy- 
Moore. The relation then existing between the bank and Peavy-Moore 
was substantially the same as the relation between a bank and one in 
whose name a deposit has been made by another. In such case the bank 
becomes the debtor of the person for whom and in whose name the de- 
posit is made, and the money cannot be withdrawn by him who made 
the deposit unless it is proven that he, rather than the person in whose 
name the deposit was made, is the true owner. Cozart v. Western Na- 
tional Bank of Fort Worth, Tex. Civ. App., 194 S. W. 644 (application 
for writ of error refused) ; American National Bank v. Funk, 68 Okl. 
169, 172 P. 1078, L. R. A. 1918F, 1137; 7 Amer. Jur. p. 363, Sec. 509; 
Michie on Banks and Banking, Vol. 5, pp. 168-176, Secs. 79-83. 

Appellee insists that since it acted only as collection medium at the 
instance of Garson, who drew the draft, it was required to obey the 
instructions given by him, as evidenced by the collection receipt, to 
convert the proceeds of the draft into a cashier’s check to be held and 
delivered to him, and that when it obeyed such instructions it dis- 
charged the obligation assumed in its acceptance of the draft. Most of 
the authorities cited in support of this contention are cases in which 
notations made on checks were clearly intended to constitute mere 
memorandum for the convenience of the drawers. Others are cases 
holding that ordinarily when the owner of commercial paper delivers 
it to a bank for collection, or when one draws a draft payable to a bank 
and delivers it to the bank for collection, the bank becomes the agent 
of the owner of the paper or of the drawer and must follow the instruc- 
tions of the owner or the drawer. In none of such cases does the draft 
bear on its face, as here, the statement that it is drawn for the account 
of another than the drawer. It is true, of course, that when the bank 
is not advised by the face of the draft or otherwise that the debt for 
the payment of which a draft payable to it is drawn belongs to one other 
than the drawer, instructions given by the drawer for disposition of 
the proceeds when collected must be followed by the bank. 

Here Garson gave contradictory instructions. In the face of the 
draft he directed that the collection be made for the account of Peavy- 
Moore. In the receipt he directed that it be made for himself. If the 
collection receipt were not contradictory of the draft, the two instru- 
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ments, made as a part of one transaction, would be construed together. 
Stubblefield v. Cooper, Tex. Civ. App., 37 S. W. 2d 818; 10 C. J. §.,, 
Bills and Notes, p. 482, § 44b. A contemporaneous instrument or agree- 
ment, the provisions of which are repugnant to a note or draft, will 
not be construed as a part of the note or draft. When there is such 
repugnancy effect will be given to the provisions of the note or draft, 
which will be regarded as constituting the primary contract. Ferris v. 
Johnson, 136 Mich. 227, 98 N. W. 1014; 10 C. J. S., Bills and Notes, 
p. 484, § 44b 


The bank and Garson were not the only parties to the transaction 
evidenced by the execution of the draft and its transmission for collec- 
tion. Garson drew the draft and the bank accepted it to be forwarded 
and presented to the drawee for payment of the debt owed by the 
drawee to Peavy-Moore. The drawer in paying the draft had the right 
to rely upon the statement in the face of the draft that it was drawn 
for the account of Peavy-Moore and in payment of a debt that it owed 
that company. It would be manifestly unjust to permit the bank, by 
reason of instructions in its hands, contrary to those written in the 
draft and of which the drawee when it made payment had no knowl- 
edge, to pay the proceeds to another than Peavy-Moore, for whose ac- 
count the draft, as shown by its face, was drawn and for whose account 
it was paid. 

A different question would be presented if Garson had been given 
either express or apparent authority by Long Island Machinery & Equip- 
ment Company, the drawee, to draw the draft upon it and to receive 
the proceeds for payment by him to Peavy-Moore. 


The first two of the questions certified use the word ‘‘trustee’’ in 
making inquiry as to the relation and obligation of the bank to Peavy- 
Moore. Under the facts set out in the certificate and in view of the 
conclusions hereinbefore expressed, it is unnecessary to determine 
whether the bank became trustee or creditor after it collected the draft. 
In either capacity its obligation was to make payment to Peavy-Moore, 
having accepted the draft for collection for the account of that company. 


We answer the several certified questions as follows: 


No. 1 and No. 2: In accepting the draft for collection in the form 
drawn The First National Bank of Beaumont undertook to collect it 
for the account of Peavy-Moore Lumber Company and became liable 
to that company for failure to account to it for the proceeds of the draft 
when collected. 

No. 3: The language ‘‘(For Account Peavy-Moore Lbr. Co.) (to 
apply on account loading rails at Starks, La. and Lunita, La,),’’ appear- 
ing in the draft, did not amount merely to a memorandum for the bene- 
fit of Long Island Machinery & Equipment Company, Inc., and its 
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agent, Jack Garson, but constituted a direction to The First National 
Bank for the application of the funds when collected. 

No. 5: Under the facts certified and notwithstanding Garson’s execu- 
tion and the bank’s acceptance of the collection receipt, The First Na- 
tional Bank of Beaumont was neither bound, nor did it have the legal 
right, to pay the proceeds of the draft to Jack Garson. 

The answer to Question No. 3 makes it unnecessary to answer Ques- 
tion No. 4. 

Opinion adopted by the Supreme Court. 











GUARANTOR OF PAYMENT ON NOTE AS 
ACCOMMODATION INDORSER 






Winton v. Sullivan, Supreme Court of Colorado, 91 Pac. Rep. (2d) 996 






One who signs his name on a note, before delivery to the payee, 
without receiving compensation, under the words ‘‘Demand, notice 
and protest waived. Payment guaranteed,’’ is liable as an accommo- 
dation indorser and not as a guarantor. The liability of a guarantor 
of negotiable paper is not fixed by the Negotiable Instruments Liaw 
and there is nothing to prevent the same person from being both 
guarantor and indorser. 


In this case, a vice-president of the company which was maker 
of the note, signed the note before delivery to the payee, after the 
following words, ‘‘Demand, notice and protest waived. Payment 
guaranteed,’’ and was held liable on the note as accommodation 
indorser within the Negotiable Instruments Law, notwithstanding 
the fact that the assignee of the payee accepted payment of twenty 
per cent. on the note from a stranger to the instrument without his 
consent. 


















Action by C. O. Winton against E. J. Sullivan on a note. Judgment 
for defendant, and plaintiff brings error and applies for supersedeas. 

Reversed and remanded, with instructions to enter judgment for 
plaintiff. 

Harry Behm, of Brighton, for plaintiff in error. 

Parriott & Cranston and James L. Weinmeyer, all of Denver, for 
defendant in error. 


OTTO BOCK, J.—This is an action by plaintiff in error, plaintiff 
below, against E. J. Sullivan, defendant in error, defendant below, on 
& promissory note. Judgment was entered in favor of defendant and 






















NOTE—For similar decisions see Banking Law Journal Digest (Fifth 
Edition) §26. 





244 THE BANKING LAW JOURNAL 


plaintiff seeks reversal. The issues were decided upon the pleadings 
and stipulated facts. It appears that June 11, 1932, The Littleton 
Drug Company executed and delivered its promissory note to the First 
National Bank of Littleton, payee. Defendant, prior to delivery of said 
note to payee, endorsed the same as follows: ‘‘Demand notice and 
protest waived. Payment guaranteed. E. J. Sullivan.’’ Payee went 
into receivership. Subsequently, and after maturity, the receiver, for 
valuable consideration, assigned said note to plaintiff. Some time after 
the execution of the note the maker became financially embarrassed 
and attempted to make an assignment for the benefit of its creditors, 
culminating in an offer by the mortgagee of the property of the maker 
to the creditors, by which the payee was offered twenty per cent of 
the amount due on the note. This offer was rejected by the receiver 
of the payee, as evidenced by correspondence between the so-called 
trustee of the creditors of the maker, the receiver stating, in substance, 
to said trustee, that the Comptroller of the Currency would not au- 
thorize the acceptance of the twenty per cent unless the waiver of de- 
fendant, as an endorser of the note, was first obtained, otherwise no 
surrender of the note would be made. The note never was surrendered. 
November 1, 1933, the trustee executed his check to the payee for said 
twenty per cent and endorsed thereon the following: ‘‘ Acceptance 
hereof constitutes an agreement by payee to accept this check in full 
settlement of all indebtedness due the payee from the debtor named 
upon the face hereof and also constitutes ratification of all acts of 
trustee of said debtor.’’ This check was received and cashed by the 
receiver, and the sum credited on the note. 

The errors assigned may be comprehended in the following state- 
ment: That the trial court erred in its findings and judgment in favor 
of defendant and against plaintiff. Plaintiff contends, first, that the 
acceptance, under the circumstances, of the twenty per cent by the 
receiver of the payee did not release the maker, because the trustee had 
no authority to require the release of the maker; and that the twenty 
per cent was a partial payment of a liquidated debt, citing Schlessinger 
v. Schlessinger, 39 Colo. 44, 88 P. 970, 8 L. R. A., N. S., 863; and 
second, if the maker was released by the acceptance of the twenty per 
cent, correspondence between the receiver and the trustee indicates 
an express reservation to hold the defendant liable as endorser. Counsel 
for defendant contend that the maker of the note was released by the 
acceptance of the twenty per cent by the receiver, and that defendant, 
being secondarily liable, was thereby discharged from any liability, 
because the receiver did not, at the time of the acceptance of the check, 
expressly reserve the liability of the endorser. 

Several sections of the Uniform Negotiable Instruments Act, which 
was adopted in this state in 1897, are applicable. The sections in the 
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act are numerically the same as in chapter 112, ’85 C.S. A. We quote 
those which are pertinent: 

‘‘An accommodation party is one who has signed the instrument as 
maker, drawer, acceptor or indorser, without receiving value therefor, 
and for the purpose of lending his name to some other person. Such 
a person is liable on the instrument to a holder for value, notwithstand- 
ing such holder at the time of taking the instrument knew him to be 
only an accommodation party.’’ °35 C. 8S. A. ¢. 112, § 29. 

‘‘A person placing his signature upon an instrument otherwise than 
as maker, drawer or acceptor is deemed to be an indorser unless he 
clearly indicates by appropriate words his intention to be bound in 
some other capacity.’’ ’35 C. S. A. e. 112, § 63. 

‘‘A person secondarily liable on the instrument is discharged: 

‘‘By a release of the principal debtor, unless the holder’s right 
of recourse against the party secondarily liable is expressly reserved.’’ 
85 C. 8. A. e. 112, § 120. 

‘‘The person ‘primarily’ liable on an instrument is the person who 
by the terms of the instrument is absolutely required to pay the same. 
All other parties are ‘secondarily’ liable.’’ ’35 C. S. A. e. 112, § 192. 


In its findings the trial court stated, among other things: ‘‘The con- 
troversy in this case arises by reason of the fact that the defendant, 
E. J. Sullivan, is a guarantor on the said note sued upon. The pay- 
ment of the said note was guaranteed by the defendant, Sullivan. The 
Littleton Drug Company was a party primarily liable, and E. J. Sul- 
livan, being an indorser on the said note as guarantor, became sec- 
ondarily liable.’’ 

The trial court predicated its judgment for defendant upon the 
theory that defendant was a guarantor of the note, that the maker was 
primarily liable, and that defendant, as such guarantor, was second- 
arily liable; that by the acceptance of said check, without express 
reservation to proceed against defendant, the maker was released, and 
therefore, under the circumstances above mentioned, defendant was 
released from any further liability to the assignee of the payee. There 
is no contention here, nor are there any facts supporting such a con- 
tention, if made, that the endorsement on the note signed by defend- 
ant is a collateral contract or undertaking and not a direct liability. 

The liability of a guarantor of negotiable paper is not fixed by the 
negotiable instruments law. There is nothing to prevent the same 
person being both guarantor and endorser. Douglas v. Rumelin, 130 
Or. 375, 280 P. 329. The learned trial judge misconceived the liability 
of defendant, in finding that he only was a guarantor. It clearly ap- 
pears from the pleadings that the endorsement by defendant was made 
prior to delivery of the note to the payee. By the weight of authority, 
when the endorsement is in the language used in the instant case, de- 
fendant clearly is a surety or accommodation endorser within the mean- 
ing of section 29, supra. 

















246 THE BANKING LAW JOURNAL 





‘One of the latest cases sustaining this principle is M. J. Wallrich 
Land & Lumber Co. v. Ebenreiter, 216 Wis. 140, 256 N. W. 773. The 
endorsement of the note in that case was as follows: ‘‘Protest waived. 
Payment guaranteed.’’ The Supreme Court of Wisconsin there quoted 
extensively from the opinion in the case of Mangold & Glandt Bank 
v. Utterback, 54 Okl. 655, 160 P. 713, L. R. A. 1917B, 364, as follows: 









































“*It will be observed from section 4113 that the tendency of the law, 
when the status of a party who places his name upon the back of a 
negotiable instrument is under consideration, is to resolve all doubtful 
eases towards holding the same to be a commercial indorsement in due 
course. This rule is founded upon commercial necessity. The un- 
shackled circulation of negotiable notes is a matter of great importance. 
The different forms of commercial instruments take the place of money. 
To require each assignee, before accepting them, to inquire into and 
investigate every circumstance bearing upon the original execution and 
to take cognizance of all the equities between the original parties, would 
utterly destroy their commercial value and seriously impede business 
transactions. 

‘*A simple indorsement by the payee of his name upon a note serves 
the double purpose both of transferring the title to the holder and of 
charging the payee with the obligation to pay it in event the maker 
upon presentation declines to honor it. But before the liability can be 
fixed against the indorser there must be: First, a demand made upon 
the maker of the note for payment; and, second, in case the same is 
not paid, notice must be given the indorser. The rule seems to be that 
a general guaranty is in law a general indorsement of the instrument, 
with a waiver of the condition precedent of a notice of nonpayment by 
the drawers. 3 R. C. L. § 371. 

‘‘There is no contention but that in the case at bar the defendant 
is at least a guarantor. If he be a guarantor only, then he is not en- 
titled to the legal rights of an indorser to be served with notice of non- 
payment. Yet we find written upon the back of the instrument in 
controversy the very significant words ‘Protest waived.’ Why waive 
a right that a party did not have? It must be presumed that the parties 
did not intend to do a useless and unnecessary act when these words 
were written upon the back of the instrument, and the reasonable con- 
struction is that by the entire indorsement he became an indorser with 
the enlarged liability of being legally held to payment without notice 
of the dishonor of the note. Further, no one can fairly say that the 
intention of the defendant not to be bound is clearly indicated from 
the words written upon the back of the instrument in controversy; n 
fact, the indication points the other way.”’ 





To the same effect are Hoosier Mut. Ins. Co. v. Citizens’ Trust & 
Savings Bank, 89 Ind. App. 5, 165 N. E. 446; Guaranty Mortgage Co. 
v. National Life Ins. Co., 55 Ga. App. 104, 189 S. E. 603; Jaronko v. 
Czerwinski, 117 Conn. 15, 166 A. 388, 90 A. L. R. 299; Douglas v. 
Rumelin, 125 Or. 261, 264 P. 852, 266 P. 624; Id., 130 Or. 375, 280 z. 
329; Ruby v. West Coast Lumber Co., 139 Or. 388, 10 P. 2d 358; Voss 
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y. Chamberlain, 139 Iowa 569, 117 N. W. 269, 19 L. R. A., N. S., 106, 
130 Am. St. Rep. 331; First Nat. Bank v. Baldwin, 100 Neb. 25, 158 
N. W. 371. 

In the case of Hall v. Farmers’ Bank, 74 Colo. 165, 220 P. 237, we 
had occasion to pass on the liability of a surety on a negotiable instru- 
ment. In that case we said (74 Colo. pages 169, 170, 220 P. page 239) : 
“Tt is significant, however, that the word ‘surety’ is not found in our 
Negotiable Instruments Act .... Section 192 (C. L. 1921, § 4009) 
reads: ‘The person ‘‘primarily’’ liable on an instrument is the person 
who by the terms of the instrument is absolutely required to pay the 
same. All other parties are ‘‘secondarily’’ liable.’ So far as concerns 
the holder of a note, the liability of a surety is a ‘primary’ liability 
as distinguished from a ‘secondary’ liability, and this is so within the 
meaning of those terms as employed in our Negotiable Instruments Law. 
8 C. J. pp. 73, 74; p. 611, § 848. By section 29 of the act an accom- 
modation party is one who has signed the instrument as maker, drawer, 
acceptor, or indorser, without receiving value therefor, and for the 
purpose of lending his name to some other person.”’ 

By the great weight of authority, a surety or accommodation party 
to a negotiable instrument is primarily liable. An accommodation party 
is primarily liable: 5 U. L. A., p. 872, et seq., § 192, and cases cited. 
A surety is primarily liable: 5 U. L. A., pp. 874, 875, § 192, and cases 
cited. Hall v. Farmers’ Bank, supra. 

If we are correct in our construction of the Negotiable Instruments 
Act, that under the circumstances here defendant was a surety or ac- 
commodation endorser, then he was primarily liable. It is unnecessary 
to determine whether the acceptance by the receiver of the payee of 
the check for the twenty per cent releasd the maker. Considerable con- 
fusion exists in the decisions in the use of the words ‘‘guarantor’’ and 
“‘surety,’’ and courts have interchangeably used these terms without 
careful distinction. The primary purpose of the adoption of the uni- 
form Negotiable Instruments Act was to remedy the confusion of local 
laws and decisions by making the law uniform in the different states. 
10 C. J. S., Bills and Notes, § 11, p. 419. Taking the position we do, 
that the liability of defendant here is that of either a surety or accom- 
modation endorser, we follow not only Hall v. Farmers’ Bank, supra, 
but are in harmony with the weight of authority in this country. This 
pronouncement we believe to be in accord with justice and equity in 
solving questions arising in commercial transactions relating to nego- 
tiable instruments. Summing up the facts in this case, we have the 
negotiation of a loan evidenced by a note signed by defendant as vice- 
president of the maker, and endorsed by him personally before delivery, 
guaranteeing payment. The assignee of payee receives a payment of 
twenty per cent on the note from a stranger to the instrument, and, 
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because he accepts this without defendant’s consent, it is asserted that 
defendant is released from any further liability. If there is any jus- 
tice in defendant’s claim in the light of the facts in this case we fail 
to see it. When defendant endorsed the note before delivery he was 
lending his name to pay the note within the meaning of section 29, 
supra. ; 

The judgment is reversed and the cause remanded, with instruc- 
tions to enter judgment for plaintiff. 


NON-NEGOTIABLE NOTES RECEIVED AS 
EXTRAORDINARY DIVIDENDS ON TRUST 
PROPERTY NOT CONSIDERED INCOME 


In re Lueders’ Estate, Appeal of Trasher, Supreme Court of Pennsyl- 
vania, 10 Atl. Rep. (2d) 415 


A life tenant is not entitled to any portion of an extraordinary 
dividend which results in an impairment of the intact value of the 
stock as it existed at the time of the creation of the trust. The 
fact that the dividends took the form of non-negotiable notes pay- 
able at the corporation’s option in shares of its preferred stock at 
par was of no legal significance, since the dividends to all intents and 
purposes were ‘‘stock dividends.’’ 


In this case the life beneficiary based her contention upon the 
theory that, since the losses which were incurred by the corporation 
between 1930 and 1934 not only obliterated the earnings of the 
1924-29 period but also impaired the undistributed earnings which 
had existed at the time of testator’s death, they should be regarded 
as ‘‘eapital losses’’ deductible from the original intact value as of 
the end of the depression period. In discussing this contention the 
court concluded that all the losses from 1929 to 1934 were operating 
losses incurred in the course of the regular business of said corpora- 
tion and although they were large, they were but the result of un- 
favorable business conditions extending over a period of years and 
not ‘‘capital losses.’’ 


Proceeding in the matter of the estate of Theodore H. Lueders, de- 
ceased, wherein Ruth Lueders Thrasher, life beneficiary, filed excep- 
tions to the report of the auditor. From a decree dismissing the excep- 
tions and confirming the auditor’s report, Ruth Lueders Thrasher 
appeals. 

Affirmed. 


ers 
NOTE—For similar decisions see Banking Law Journal Digest (Fifth 
Edition) §527. 
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Argued before Kephart, C. J., and Schaffer, Maxey, Drew, Linn, 
Stern, and Barnes, JJ. 

Frank J. Eustace, Jr., of Philadelphia, for appellant. 

John E. Walsh, Jr., of Philadelphia, for appellee. 


STERN, J.—Theodore H. Lueders died in 1924, leaving a will in 
which he bequeathed his residuary estate to trustees. Included in the 
trust were 240 shares of stock of the Phosphor Bronze Smelting Com- 
pany. The income from this stock was to be paid to his wife for life, 
then to his granddaughter for life, and at the latter’s death the prin- 
cipal was to go to her children, and in default of such children to his 
heirs at law. Testator’s widow died in 1928; his granddaughter is liv- 
ing, married, but without children. 

The capital stock of the Phosphor Bronze Smelting Company con- 
sisted of 1,500 shares, of a par value of $100 each, closely held by mem- 
bers of the Lueders family. At the time of testator’s death its intact 
value was $397.05 per share. In the years from 1924 to 1929 the busi- 
ness of the company was extremely prosperous, but in the depression 
period of 1930 to 1934 the company suffered losses by reason of which 
the book value of its stock was reduced to $205.15 per share. As a 
result of renewed earnings in 1935 and 1936 the book value arose again 
to $259.98 per share. On November 27, 1936, the company declared 
a cash dividend of $5 per share, and also a dividend of $45 per share 
which was paid by the corporation giving to its shareholders non- 
negotiable promissory notes payable at the option of the company in 
shares of its preferred stock at par; the preferred stock necessary for 
the purpose was created by appropriate corporate proceedings. It is 
this $45 dividend which gives rise to the controversy in the present 
case. The result of the distribution of the two dividends was to reduce 
the book value of the stock, as of December 31, 1936, to $200.98 per 
share. 

The trustees filed an account in order to have the question ad- 
judicated as to whether the $10,800 of preferred stock received by them 
as their share of the dividend should be awarded to the corpus of the 
trust or to the life tenant. A guardian ad litem was appointed for 
unascertained remaindermen. The Orphans’ Court held that the stock 
should be allotted to principal, and from its decree to that effect the 
life tenant appeals. She contends that the dividend was an ordinary 
one, but that, even if extraordinary, it was paid wholly out of the com- 
pany’s current earnings for the year 1936, and that the intact value of 
the stock should be taken as of December 31, 1934, ($205.15 per share), 
instead of the time of testator’s death, ($397.05 per share); if this 
were done the intact value would not be substantially affected by the 
payment of the dividend. This contention is based upon the theory 
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that, since the losses which were incurred between 1930 and 1934 not 
only obliterated the earnings of the 1924-1929 period but also impaired 
the undistributed earnings which had existed at the time of testator’s 
death, they should be regarded as ‘‘capital losses’’ deductible from the 
original intact value and justifying the fixing of a new intact value as 
of the end of the depression period. 

That the $45 dividend took the form of a promissory note payable 
at the option of the company in its preferred stock, is of no legal sig- 
nificance ; it is to all intents and purposes a stock dividend. Thomp- 
son’s Estate, 262 Pa. 278, 105 A. 2738. That it was an extraordinary 
dividend cannot be seriously doubted. Ordinary dividends are those 
paid at more or less customary rates and uniform intervals. Earp’s 
Appeal, 28 Pa. 368, 375; Nirdlinger’s Estate, 290 Pa. 457, 461, 462, 
139 A. 200, 56 A. L. R. 1303; Opperman’s Estate (No. 1), 319 Pa. 455, 
464, 179 A. 729; Nirdlinger’s Estate (No. 1), 327 Pa. 160, 166, 168, 
193 A. 33. Dividends of that nature were declared and paid by the 
Phosphor Bronze Smelting Company in the years from 1924 to 1930; 
such also was the $5 dividend of November 27, 1936. But the addi- 
tional stock dividend of that date was not only not ordinary in form 
but most unusual in amount. It was the first dividend which had been 
declared for a period of six years, and was evidently not intended to 
be the precursor of others similar in type or magnitude. As a matter 
of fact its purpose was to operate in relief of the corporation from the 
payment of income surtaxes on undistributed profits imposed by an 
act of Congress then in force. 

Being an extraordinary dividend, the Pennsylvania doctrine of ap- 
portionment applies. Appellant seeks to introduce into the law a theory 
of a fluctuating intact value, to be resorted to whenever losses, even 
though arising from the regular operations of the company, impair 
the amount of undistributed earnings which existed at the time of the 
death of the testator. The answer to this attempt is to be found in an 
overwhelming array of cases establishing the rule to be that, where 
extraordinary dividends are declared and paid on shares of stock left 
by a decedent in trust, they must be distributed by adding to the corpus 
a sufficient portion to keep intact the value of the shares as they ex- 
isted at the time the trust was created, and allotting the balance to those 
entitled to the income of the trust estate. Boyer’s Appeal, 224 Pa. 144, 
150, 151, 152, 73 A. 320; Stokes’ Estate (No. 1), 240 Pa. 277, 284-286, 
87 A. 971; Stokes’ Estate (No. 2), 240 Pa. 288, 291, 87 A. 975; Me- 
Keown’s Estate, 263 Pa. 78, 86, 106 A. 189; Flaccus’ Estate, 283 Pa. 
185, 194, 195, 129 A. 74; Wittmer’s Estate, 283 Pa. 311, 129 A. 85; 
Harkness’ Estate, 283 Pa. 464, 466, 129 A. 458; Mallory’s Estate, 285 
Pa. 186, 191, 131 A. 714; Dickinson’s Estate, 285 Pa. 449, 451, 452, 
132 A. 352; Mandeville’s Estate, 286 Pa. 368, 370, 371, 133 A. 562; 
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Nirdlinger’s Estate, 290 Pa. 457, 463, 189 A. 200, 56 A. L. R. 1308; 
Baird’s Estate, 299 Pa. 39, 41, 42, 148 A. 907; Maris’s Estate, 301 Pa. 
20, 28, 151 A. 577, 70 A. L. R. 1330; Waterhouse’s Estate, 308 Pa. 422, 
427, 162 A. 295; Flinn’s Estate, 310 Pa. 206, 210, 165 A. 31; Flinn’s 

Estate, 320 Pa. 15, 20, 22, 181 A. 492. In the case of Boyer’s Appeal, 

supra, it was said, 224 Pa. at page 151, 73 A. at page 322: ‘‘It seems 

to be the doctrine of our cases that the remaindermen are entitled to 

just what the stock was actually worth at the time of the creation of 

the trust, no less and no more.’’ 

Appellant seeks to escape from the comprehensiveness of the prin- 
ciple as thus formulated by pointing out that the intact value existing 
at the time of the creation of the trust may be added to by ‘‘capital 
increases’? or diminished by ‘‘capital losses’’ sustained by the corpora- 
tion. Packer’s Estate (No. 1), 291 Pa. 194, 197, 189 A. 867; Nird- 
linger’s Estate, 290 Pa. 457, 464, 1389 A. 200, 56 A. L. R. 1303; Water- 
house’s Estate, 308 Pa. 422, 427, 428, 162 A. 295. Such so-called ‘‘capi- 
tal increases’? may arise from additional payments made to the cor- 
poration by the stockholders on account of the shares (Packer’s Estate 
(No. 1), 291 Pa. 194, 197, 189 A. 867), or by the corporation selling 
new shares at a price in excess of their par value. Dickinson’s Estate, 
285 Pa. 449, 453, 132 A. 352. It has been said that the term refers to 
any increase not attributable to earnings. Waterhouse’s Estate, 308 
Pa. 422, 428, 162 A. 295. What, on the other hand, is meant by ‘‘capi- 
tal losses’’? Such a loss results from the sale of new shares by the 
corporation at a price below their book value. Willcox’ Estate, 66 
Pa. Super. 182, 190. Whether depreciation occurring in a so-called 
“‘eapital asset,’’ as distinguished from a loss resulting from ordinary 
business operations, is a ‘‘capital loss,’’ need not here be determined. 
Appellant apparently takes the position that whatever impairs the in- 
tact value existing at the time of the creation of the trust is a ‘‘capital 
loss.’” To adopt such a contention would be to negate the very founda- 
tion of the theory of apportionment as enunciated in Earp’s Appeal, 
28 Pa. 368, and developed in the many cases which have followed it. 
It is true that in Dickinson’s Estate, 285 Pa. 449, 132 A. 352, upon 
which appellant’s chief reliance is placed, where an insurance company 
suffered so enormous a loss, caused by the great fire in San Francisco, 
that the liquidating or intrinsic value of its stock (the par of which was 
$50) was reduced from $142.61 at the time of the creation of the trust 
to $71.09 a share, the court held that because of the unusual circum- 
stances it would be wholly unjust to impose this entire loss upon the 
life tenants, and that a new intact value of $71.09 a share should be 
accepted as the basis for the apportionment of an extraordinary divi- 
dend subsequently declared. In the present case all the losses from 
1929 to 1934 were, as expressly admitted by appellant in a stipulation 
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of facts, ‘‘operating losses incurred in the course of the regular busi- 
ness of said corporation’’; although large, they were but the result of 
unfavorable business conditions extending over a period of years. While 
it is true that the payments on its policies by the insurance company 
in the Dickinson case were made in the regular course of the company’s 
business, the San Francisco fire was so far out of the normal range of 
operating experience, was such a unique catastrophe, that to apply 
there the ordinary rule of apportionment would, in the opinion of the 
court, have brought about a result not in accord with the likely inten- 
tion of the testator. Perhaps other cases will arise and be presented 
for adjudication, where, similar extraordinary losses having occurred, 
the court may sanction the fixing of a new intact value as of a time sub- 
sequent to the death of the testator, but certainly the losses involved in 
the present case do not fall within such a category nor call for a de- 
parture from the general rule that the life tenant is not entitled to any 
portion of an extraordinary dividend which results in an impairment 
of the intact value of the stock as it existed at the time of the creation 
of the trust. 

The decree is affirmed ; costs to be paid out of the corpus of the trust 
estate. 


i i. Sl a” 


CAPITAL AND INCOME APPORTIONMENT 
FROM SALE OF UNPRODUCTIVE 
TRUST PROPERTY 


———. 


Springfield Safe Deposit & Trust Co. v. Wade, Supreme Judicial 
Court of Massachusetts, 24 N. E. Rep. (2d) 764 


Where an investment in a note secured by a mortgage became 
unproductive after the death of the testatrix, and thereafter the 
mortgage was foreclosed and the real estate bought in by the trustee 
of the estate, and the investment in this latter form was likewise 
unproductive, and there is nothing in the will of the testatrix to 
show that she anticipated these events, the proceeds of the sale of 
the real estate by the trustee should be apportioned between capital 
and income. The method of apportionment adopted by the Ameri- 
can Law Institute in its Restatement of Trusts is followed in the 
present case. 



















Petition for instruction by the Springfield Safe Deposit & Trust 
Company, as trustee under the will of Lillian Trask Williamson, de- 


a rr enters 
NOTE—For. similar decisions see Banking Law Journal Digest (Fifth 
Edition) §527. 
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ceased, wherein Eleanor A. Wade and others were parties. On report 
from Probate Court. Order in accordance with opinion. 

D. M. Macauley, of Springfield, for Springfield Home for Aged 
Women and others. 

M. J. Donovan, of Springfield, for Eleanor A. Wade. 


DOLAN, J.—This is a petition in eauity whereunder the petitioner, 
as it is trustee under the will of Lillian Trask Williamson, late of 
Springfield, deceased, seeks instruction as to the proper application of 
the proceeds of sale of certain real estate acquired by the petitioner by 
foreclosure proceedings, and of the sum of $500 received in satisfac- 
tion of the mortgagor’s liability on the mortgage note. The case was 
heard upon the pleadings for final determination by the judge, who 
reserved and reported it, without decision, for the determination of this 
court. 

The allegations of the petition, all of which are admitted in the 
answers, disclose the following facts: The testatrix died on April 12, 
1930. Her will, which was admitted to probate on May 14, 1930, pro- 
vided in part as follows: ‘‘(7) To the Springfield Safe Deposit and 
Trust Company, a corporation established in said Springfield, the resi- 
due of my estate, to hold in trust, manage, invest and pay the net 
income thereof to my said aunt Eleanor A. Wade so long as she shall 
live. At her death I devise and bequeath the principal of the trust 
estate in equal shares to the Springfield Home for Aged Women and 
the Springfield Home for Aged Men, both corporations established in 
said Springfield. I authorize and empower said trustee, its successor 
or successors in said trust to sell and convey, at public auction or pri- 
vate sale, any real estate which may form a part of the trust estate and 
no purchaser from it or them shall be bound to see to the application 
of the proceeds of such sale or conveyance.”’ 

The trust fund administered by the petitioner ‘‘consists of cash, 
deposits in savings banks, stocks, bonds and real estate mortgages with 
an inventory value of approximately $36,300.’’ ‘‘Included among the 
assets of said trust fund held by . . . [the] petitioner was the demand 
promissory note of Fred D. Griggs to Lillian Trask Williamson [the 
testatrix] for $2,800 dated November 22, 1928 with interest at the rate 
of six per cent. per annum payable semi-annually and secured by a mort- 
gage of even date given by said Griggs covering real estate at No. 92 
Barber Street, Springfield, Massachusetts, together with guarantee note 
of Arthur Vega dated May 27, 1930.’’ ‘‘Interest payments made on 
said mortgage note and various irregular payments made on account 
of interest and applied thereon paid the interest due on said note up 
to December 22, 1931, from and after which date interest is now due on 
said note. By reason of said default said mortgage was foreclosed 
and said real estate sold at foreclosure sale on May 9, 1933. At the 
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sale . . . [the] petitioner bid in the property for $1,000, there being 
no other bids. At the date of the foreclosure sale the principal due 
on said mortgage note was $2,800, expenses paid in connection with 
the foreclosure sale were $81.20 and the interest due on said mortgage 
note was $231.93.’’ ‘‘Since the acquisition of said property by .. . 
[the] petitioner the rents therefrom have been insufficient to pay the 
carrying charges and the petitioner has paid out of the principal of 
the trust, in addition to the foreclosure expenses of $81.20 mentioned 
above, $174.87 for water, repairs, taxes and insurance on said property, 
or a total of $255.57, on account of such carrying charges. No income 
has been paid to the life tenant, Eleanor A. Wade, on account of said 
mortgage or real estate since April 4, 1933.’’ ‘‘On April 9, 1938, . . . 
[the] petitioner sold said real estate and received therefor net proceeds 
of $2,395.05 and since that time has received $500. in settlement of the 
liability of said Fred D. Griggs on said mortgage note resulting in an 
aggregate of $2,895.05. In the opinion of ... [the] petitioner the 
guarantee note of Arthur Vega is uncollectible.’’ 

Since the investment in the note secured by the mortgage became 
unproductive after the death of the testatrix, and thereafter the mort- 
gage was foreclosed and the real estate bought in by the petitioner, and 
the investment in this latter form was likewise unproductive, and there 
is nothing in the will of the testatrix to show that she anticipated these 
events, he expenses of foreclosure and the carrying charges in excess 
of the income from the real estate were properly paid out of principal, 
and it became the duty of the trustee to sell the real estate ‘‘as soon as 
a fair sale [could] be had.’’ Harvard Trust Co. v. Duke, Mass., 24 
N. E. 2d 144, 146, and cases cited. Volume 1, Am. Law Inst. Restate- 
ment: Trusts, § 240. In the case just cited it is said at page 146 of 24 
N. E. 2d: ‘‘Questions of apportionment of the proceeds which may arise 
when [the] property is sold are not now before us.’’ In that case the 
real estate was owned by the testator at the time of his death, and was 
then productive, but during the administration of the trust created by 
his will became unproductive. 

By the great weight of authority it is held that where the property 
is not unproductive at the time of the establishment of the trust, but 
becomes unproductive thereafter, it is the duty of the trustee to sell it 
as soon as a fair sale can be made, and that, in the absence of manifesta- 
tion of intent on the part of the testator or settlor that the property be 
retained even if it becomes unproductive, or the beneficiary receives no 
income in respect to it, or only such income as should thereafter accrue 
from investment of proceeds of the sale, an apportionment of the pro- 
ceeds of the sale should be made between capital and income. This rule 
has been held applicable in like circumstances to the proceeds of sale of 
land acquired by foreclosure, in connection with an investment owned 
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by the testator at his death, but which becomes unproductive after the 
establishment of the trust created by him and while held by the trustees 
thereunder. Matter of Chapal’s Will, 269 N. Y. 464, 199 N. E. 762, 103 
A. L. R. 1268; Matter of Otis’ Will, 276 N. Y. 101, 11 N. E. 2d 556, 
115 A. L. R. 875; Hudson County National Bank v. Woodruff, 122 N. J. 
Eq. 444, 194 A. 266, modified 123 N. J. Eq. 585, 199 A. 399; Nirdlinger’s 
Estate, 327 Pa. 171, 173, 193 A. 30; Id., 331 Pa. 135, 200 A. 656, 116 
A. L. R. 13850; Volume 1, Am. Law Inst. Restatement: Trusts, § 241. 
Seott on Trusts, § 241.3. See also Wallace v. Wallace, 90 S. C. 61, 77, 
78, 72 8S. E. 553. 

We think there is nothing in the cases upon which the remaindermen 
largely rely, such as Jordan v. Jordan, 192 Mass. 337, 78 N. E. 459; 
Parkhurst v. Ginn, 228 Mass. 159, 117 N. E. 202, Ann. Cas. 1918E. 982, 
and Creed v. Connelly, 272 Mass. 241, 172 N. E. 106, in conflict with 
the view we take—that in the present case an apportionment of the 
proceeds of sale should be made between capital and income. Those 
cases are distinguished in Harvard Trust Co. v. Duke, Mass., 24 N. E. 
2d 144, for reasons which apply in the present case. There is a full 
discussion of this subject with citation of cases in Scott on Trusts, 
§§ 233.4, 240, 241.2, 241.3. See also Volume 1, Am. Law Inst. Restate- 
ment: Trusts, § 241, comment b. 

The question remains as to the proper method of apportionment. In 
jurisdictions where apportionment has been allowed, different methods 
have been adopted, but we are of opinion that the method adopted by the 
American Law Institute in its Restatement of Trusts is the most equi- 
table one as between life beneficiaries and remaindermen and that we 
should follow it in the present case. The method set forth in § 241 is 
as follows: ‘‘ (2) The net proceeds received from the sale of the property 
are apportioned by ascertaining the sum which with interest thereon at 
the current rate of return on trust investments from the day when the 
duty to sell arose to the day of the sale would equal the net proceeds ; and 
the sum so ascertained is to be treated as principal, and the residue of 
the net proceeds as income. (3) The net proceeds are determined by 
adding to the net sale price the net income received or deducting there- 
from the net loss incurred in carrying the property prior to the sale.’’ 
A formula for the computation is set forth in § 241, comment e. 

The current rate of return on trust investments is to be found by 
the judge of probate. See Parsons v. Winslow, 16 Mass. 361; Edwards 
v. Edwards, 183 Mass. 581, 585, 67 N. E. 658; Loring v. Thompson, 184 
Mass. 103, 105, 106, 68 N. E. 45; Attorney General v. Lowell, 246 Mass. 
312, 324, 141 N. E. 45; Nirdlinger’s Estate, 327 Pa. 171, 175, 193 A. 30. 
We do not adopt the contention of the life beneficiary that the rate of 
interest to be used in making the computation for apportionment should 
be at the mortgage rate. 
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One of the allegations of the bill is that interest was paid on the 
mortgage note to December 22, 1931, and that from and after that date 
no interest was paid on the note, but it is also alleged that no income 
has been paid to the beneficiary ‘‘on account of said mortgage or real 
estate since April 4, 1933.’’ The inference is that between the dates just 
referred to there was some net return from the real estate which was 
paid to the beneficiary. If this be so we think that any net return was 
properly paid to her. Nirdlinger’s Estate, 331 Pa. 135, 141, 200 A. 
656, 116 A. L. R. 1350; Matter of Otis’ Will, 276 N. Y. 101, 11 N. E. 2a 
556, 115 A. L. R. 875. We are of opinion, however, that since the period 
to be considered in making the apportionment starts at the time the duty 
of the trustee to sell arose, that is when the default on the mortgage 
occurred, which antedates the receipt of any net return from the real 
estate by the beneficiary, such sums as she received between December 
22, 1931, and the date of sale of the property should be deducted from 
the sum she would otherwise receive, and should be retained in the prin- 
cipal account. Volume 1, Am. Law Inst. Restatement: Trusts, § 241, 
comment d. Further proceedings in the Probate Court will be necessary 
to find the amount so received. 

A decree is to be entered instructing the petitioner that the net 
proceeds of the sale of the real estate involved, together with the sum of 
$500 received in satisfaction of the mortgagor’s liability on the mortgage 
note, are to be apportioned between capital and income, after such pro- 
ceedings as may be necessary to determine and incorporate in the decree 
the precise amount apportionable to income and that to be retained as 
principal. Costs and expenses of the proceedings may be allowed out 
of the principal of the trust estate in the discretion of the Probate Court. 

Ordered accordingly. 


REQUIREMENTS OF NOTICE OF DISSENT TO 
BANK MERGER 


Roach v. Stastny, United States Circuit Court of Appeals, Seventh 
Circuit, 104 Fed. Rep. (2d) 559 


If a stockholder of a national bank, which merges with state 
banks into a new national bank, notifies the directors of his bank 
of his dissent to the merger, but fails to comply with statutory re- 
quirement as to notice of his dissent to the directors of the new 
bank, he is bound by the consolidation plan and cannot recover the 


OA teal Le PLONE NE A Me LE IIT DENTE TEA Re ET ED: TEES PEI OSES 
NOTE—For similar decisions see Banking Law Journal Digest (Fifth 
Edition) §132. 
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value of his stock in the old bank under counterclaim in action by 
new bank’s receiver for superadded amount assessed against such 
stockholder. 

The statute providing for consolidation of national and state 
banks in effect when the consolidation here involved took place pro- 
vided as follows (44 Stat. 1225): ‘‘. . . When such consolidation 
shall have been effected and approved by the comptroller any share- 
holder of either the association or of the State or District bank so 
consolidated, who has not voted for such consolidation, may give 
notice to the directors of the consolidated association within twenty 
days from the date of the certificate of approval of the comptroller 
that he dissents from the plan of consolidation as adopted and ap- 
proved, whereupon he shall be entitled to receive the value of the 
shares so held by him, to be ascertained by an appraisal made by a 
committee of three persons, one to be selected by the shareholder, 
one by the directors of the consolidated association, and the third 
by the two so chosen.’’ 


Appeal from the District Court of the United States for the North- 
ern District of Illinois, Eastern Division; Charles E. Woodward, Judge. 

Action by Bert C. Roach, successor to James H. Rawleigh as re- 
ceiver of the First American National Bank & Trust Company of Ber- 
wyn, against Frank J. Stastny for a superadded amount assessed against 
defendant as a stockholder of such bank, in which defendant filed a 
counterclaim for salary due him as vice-president of a bank consoli- 
dated with other banks into the bank of which plaintiff was receiver 
and the value of defendant’s stock in such old bank as of date of con- 
solidation. From a judgment on a directed verdict for plaintiff, de- 
fendant appeals. 

Affirmed. 

Fred I. Simon, of Chicago, Ill., for appellant. 

Roger J. Kiley, of Chicago, Ill. (Daniel J. Lamont, of Chicago, II1., 
of counsel), for appellee. 
Before Sparks, Treanor, and Kerner, Circuit Judges. 


SPARKS, C. J.—Appellant was a stockholder and officer in the 
First National Bank of Berwyn, having purchased his stock in 1927. 
In 1930, negotiations were had for the consolidation of that bank and 
three banking associations organized under the laws of the State of 
Illinois, culminating in the merger of the four banks into the First 
American National Bank and Trust Company completed December 15, 
1930, pursuant to the provisions of the National Banknig Laws relat- 
ing to the consolidation of national banking associations as amended 
February 25, 1927, 44 Stat. 1224. According to the provisions of the 
plan of merger, each stockholder in a consolidating bank was to receive 
one share of stock in the new bank for two in any of the old banks. 
Appellant objected to the plan of consolidation, and on December 8, 
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1930, wrote to the First National stating that since he did not feel that 
the merger was to the best interests of the stockholders he wished to 
voice his objections thereto, and demanded that the money which he had 
paid for the sixty shares of stock which he held be returned to him, 
and that upon receipt of the money he would surrender his certificate 
of stock. On the same day, December 8, 1930, he wrote the Comptroller 
of the Currency to the effect that there was to be a meeting of stock- 
holders on December 10, 1930, to ratify an agreement providing for 
the consolidation of the First National Bank and the three other banks, 
and that his name appeared on the original printed notice calling the 
meeting, his agreement to that procedure having been forced out of 
him by certain facts the nature of which he did not disclose except to 
say that there was a controversy between him and the president of the 
First National arising out of the latter’s conduct toward him which 
led him to doubt his integrity and his fitness to be in charge of the in- 
stitution. 

Thereafter the consolidation was effected and approved, and appel- 
lant was notified to send in his stock certificate for cancellation pursuant 
to the plan whereby stock in the new bank would be issued to him. He 
did not surrender his certificate and no new stock was ever issued to 
him. He testified that he did make a number of trips to the bank to 
talk to the president about surrendering his stock in the old bank and 
receiving his money back for it. The president of the new bank also 
testified that he had a conversation with appellant and the president 
of the old bank relative to appellant’s cashing in his old stock, and that 
he was transfer officer in the new bank and knew that appellant did 
not accept any stock in the new bank, nor had he ever written any cer- 
tificate for new stock for him. 

Appellant also offered and was denied leave to introduce proof that 
he had taken an expert accountant to the new bank twice within twenty 
days after the consolidation, for the purpose of appraising the value 
of his stock in the old bank, in order to surrender that stock and re- 
ceive payment for it. 

The court instructed the jury that appellant had failed to sustain 
the one defense offered in the case, namely, that he had given notice 
of his dissent from the consolidation; that the statute provides the 
means by which a dissenting stockholder in a prior bank can not be 
charged with liability on his stock in a consolidated bank; and that the 
evidence received in the case failed to show that appellant gave notice 
to the directors of the new bank of his dissent from the plan of con- 
aolidation within twenty days after it became effective, hence appellee 
_was entitled to judgment. 

Thirty days after the entry of the judgment on the directed verdict, 
appellant moved for a new trial on the ground, inter alia, of newly 
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discovered evidence. In support of this, he filed his verified petition 
stating that upon inquiring of his attorney the reasons for the direct- 
ing of the verdict, his attorney told him that it was necessary for him 
to notify the directors of the consolidated bank of his dissent, where- 
upon he recalled that he had sent written notice to the board of di- 
rectors that he objected to the use of his name in the list of members 
of the board of directors because he was not a stockholder in the con- 
solidated bank, had refused to accept any stock in it, had dissented from 
the merger and demanded his money back on his old bank stock, and 
that he had endeavored to secure supporting affidavits from those 
board members, but because of certain pending litigation they had re- 
fused to give him such affidavits. 

We agree with the District Court and appellee that the evidence 
introduced or offered by appellant was not sufficient to establish the 
fact of his compliance with the statutory provision for notice to the 
directors of the consolidated association of his dissent from the plan 
of consolidation. We are also of the opinion that the court was not 
bound to order a new trial on the ground of newly discovered evidence 
in order to enable appellant to set forth facts within his own knowledge 
at the time of the trial, even though their existence may not have been 
known to his attorney then, and their significance was not known to 
himself. 

Abortive notice to the consolidating bank, conversations with various 
individuals connected with the banks, written notice to the Comptroller 
of the Currency of some vague objections to the management of the con- 
solidating bank, none of these constituted the necessary notice of dis- 
sent provided for by the statute. In the absence of such notice, the 
stockholder remains such upon consolidation of the association in which 
he is interested with other associations. That no certificate of stock in 
the consolidated bank was ever issued to him, and that there was no 
proof that his name appeared on its books is immaterial since there is 
no question about the facts that he was a shareholder in the old and 
that he did not take the proper steps to stay out of the new. Cf. Early 
v. Richardson, 280 U. S. 496, 50 S. Ct. 176, 74 L. Ed. 575, 69 A. L. R. 
658. 

With respect to appellant’s counterclaim, it is clear that he was 
not entitled to recover the value of his stock in the old bank, having 
failed to comply with the statutory requirements provided for that pur- 
pose. In addition, it has been generally held that a stockholder may not 
set off any claim which he may have against his bank in a suit by a 
receiver to recover superadded liability for the reason that to allow 
such offset would be to permit the stockholder a preference over other 
creditors. For this reason, we are of the opinion that appellant was 
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not entitled to prove his claim alleged to have arisen against the old 
bank for $1,200 unpaid salary in this action. See Roth v. Baldwin, 64 
App. D. C. 90, 74 F. 2d 1003. Judgment affirmed. 


NO TRUST LIABILITY IMPOSED ON CONTEM. 
PLATED TRUST 


Quinn v. Central Company, United States Circuit Court of Appeals, 
Ninth Circuit, 104 Fed. Rep. (2d) 450 


The fact that one who purchases bonds from a bank intends to 
create a trust at some future time does not in itself establish that 
the trust presently exists, so as to make the bank liable for violation 
of alleged trust duty with respect to the purchases made before the 
trust instrument is actually executed. 


One Albie W. Quinn, an aged widow in poor health, purchased 
between January 7, 1926 and August 16, 1927 from Bothwell, mana- 
ger of the bond department of the Central National Bank of Oakland 
seventeen groups of bonds having a total par value of $96,000 at a 
cost of $94,472.50. In each instance the national bank was the 
owner of the bonds prior to the purchases by Quinn, appellant, and 
sold them to her at an aggregate profit of $2,360.33, although the 
sales prices were the fair market value of such bonds. Evidence 
during the trial revealed that the appellant bought these bonds from 
Bothwell for her trust fund which was to be created after she had 
disposed of her real estate in Nevada, and that Bothwell was to 
hold the bonds purchased in the bank until such time as she could 
dispose of her Nevada realty. This property however was not sold 
until February 8, 1928. Om September 24, 1929, the national bank 
executed a trust instrument declaring that it held certain property 
transferred to it by appellant as trustee, with the duty of paying the 
income from the trust property to appellant monthly during her 
lifetime. 


After execution of the trust instrument, the national bank pur- 
chased with trust funds additional bonds having a par value of 
$27,000 at a cost of $26,933.75. Of these, $13,000 par value of bonds 
were purchased from the national bank, the latter receiving a profit 
of $471 on the sales. Shortly after March 2, 1933, the Central Com- 
pany replaced the receiver as liquidating agent of the national bank. 


Appeal from the District Court of the United States for the Northern 
District of California, Southern Division; Michael J. Roche, Judge. 

Suit by Albie W. Quinn against the Central Company, as agent for 
the shareholders of the Central National Bank of Oakland, and others, 


NOTE—For similar decisions see Banking Law Journal Digest (Fifth 
Edition) §500. 
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to rescind certain purchases of bonds, and a trust instrument. Decree 
for defendants, and plaintiff appeals. 

Affirmed. 

Charles W. Slack and Edgar T. Zook, both of San Francisco, Cal., 


for appellant. 
Ira Abraham, of Oakland, Cal., for appellees Central Co. and Central 


Nat. Bank. 

Fitzgerald, Abbott & Beardsley, Charles A. Beardsley, M. W. 
Dobrzensky, James H. Anglim, Edward B. Kelly, and Crellin Fitzgerald, 
all of Oakland, Cal. (Clifford Burnhill, of Oakland, Cal., of counsel), 
for appellee Central Bank of Oakland. 


HANEY, C. J.—Appellant suffered an adverse decree in her suit 
to rescind certain purchases of bonds from a national bank and a trust 
instrument executed by appellant in which the national bank was named 
as trustee. 

Appellant was born in 1866, and has been a widow since 1902. 
During the period after 1926 she has had poor health. The Central 
Bank of Oakland, formerly the Central Savings Bank of Oakland, a 
California Banking Corporation, hereinafter called the state bank, was 
organized in 1891. The Central National Bank of Oakland, a national 
banking association, hereinafter called the national bank, was organized 
in 1909. During the times material herein, the two banks. carried on 
their respective businesses in the same premises. 

Bothwell was an employee of the national bank for more than ten 
years prior to January 7, 1926, and appellant, who had carried an 
account in both banks during that time became well acquainted with 
him. Bothwell, prior to January 7, 1926, became manager of the bond 
department in the national bank. Between January 7, 1926, and August 
16, 1929, appellant purchased from the national bank 17 groups of bonds 
having a total par value of $96,000 at a cost of $94,472.50. In each 
instance, the national bank was the owner of the bonds prior to the pur- 
chases by appellant, and sold them to appellant at an aggregate profit 
of $2,360.33, although the sales prices were the fair market value of 
such bonds. Two groups of these bonds of a par value of $10,000 and 
which had cost $9,800 were redeemed, appellant receiving $10,250 on 
and prior to September 1, 1929. All these bonds were left with the 
national bank for safekeeping. 

On September 24, 1929, the national bank executed a trust instru- 
ment, declaring that it held certain property transferred to it by appel- 
lant as trustee, with the duty of paying the income from the trust 
property to appellant monthly during her lifetime. Appellant trans- 
ferred to the national bank, as trustee, a lot in Oakland, the bonds which 
she had purchased from the national bank, other bonds having a par 
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value of $15,000, and a promissory note for $20,000 secured by a mort- 
gage on real property located in Nevada. The total par value of the 
bonds transferred was $101,000. 

After execution of the trust instrument, bonds having a total par 
value of $19,000, were paid. The national bank also received payments 
on the promissory note. With the funds so received, the national bank 
purchased additional bonds having a par value of $27,000, at a cost of 
$26,933.75. Of these $13,000 par value of bonds were purchased from 
the national bank, the latter receiving a profit of $471 on the sales. The 
national bank then held as trustee bonds having a par value of $109,000. 

Of the bonds purchased from the national bank prior to the transfer 
in trust, $74,000 par value, which had cost $72,702.50 subsequently 
defaulted in payment of interest due. A corporation liable on bonds 
having a par value of $10,000 and which appellant had bought from the 
national bank at par prior to the transfer in trust, was adjudicated a 
bankrupt, and the dividends paid on such bonds amounted to $2,926.08. 

After the bill herein was filed, a number of the bonds were either 
paid, sold or redeemed: 


Par Cost Received 
Bonds purchased prior to transfer in 
eee $29,000 $28,350 $19,409.40 
Bonds purchased after transfer in 


silioaiteas vedanta nagekociaticninneteds 13,000 12,706 13,335.00 





There is on hand of the bonds purchased prior to the transfer in 
trust $43,000 par value, which cost $42,292.50, and all of which defaulted 
in payment of interest. There is also on hand of the bonds purchased 
after execution of the trust $14,000 par value, which cost $14,327.75. 

The $13,000 of bonds purchased after execution of the trust instru- 
ment by the national bank from itself have all been disposed of. $5,000 
of such bonds were sold within a month after their purchase for the 
same amount as was paid for them. $6,000 of such bonds matured after 
filing of the bill, and the payment of the amount of such bonds resulted 
in a profit of $54 to the trust estate. A $1,000 bond was sold after the 
bill herein was filed at a $15 loss. Another $1,000 bond was sold after 
the bill herein was filed at a profit of $215. 

On March 2, 1933, the national bank closed its doors, and thereafter 
a conservator was appointed to take charge of the bank. The conserva- 
tor was succeeded by a receiver. Subsequently the national bank sold 
its trust department to the state bank by an agreement by which the 
state bank assumed certain liabilities of the former. Subsequently, Cen- 
tral Company replaced the receiver as liquidating agent of the national 
bank. 

Appellant by the bill, filed August 22, 1933, sought to rescind the 
purchases of bonds prior to the transfer in trust on the ground that a 
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confidential relationship existed between her and the bank, either as 
trustee and cestui que trust, or principal and agent, and that the na- 
tional bank had violated the same. She sought also to rescind the trust 
instrument, and the purchases of bonds after execution thereof on the 
ground that the national bank had violated the duties of a trustee. 
These alleged violations of trustee’s duties were purchases by the trustee 
for the cestui of the trustee’s own property. 

Appellant testified that she trusted and relied upon Bothwell’s advice. 

The trial court found that prior to the transfer in trust the relation- 
ship between the national bank and appellant was that of buyer and 
seller and not that of principal and agent; that appellant did not intend 
to create a trust until four or five months prior to the date of the trust 
instrument; that no fraud was committed in sale of bonds, prior to 
transfer in trust; that the purchases by the national bank as trustee 
from itself were fair, and that appellant acquiesced in all purchases. 
There were other findings which are challenged, but it is unnecessary 
to relate them here. Decree was entered for appellees. 

Based upon the foregoing evidence, we think the finding that appel- 
lant ‘‘did not intend to create a trust until approximately four... or 
five .. . months prior to September 24, 1929’’ is correct. Her intent 
prior to that time was one to create a trust sometime in the future 
(1 Restat., supra, 79 § 26) and therefore no trust was created. The 
national bank cannot be held liable for the violation of a trust duty 
which did not exist. 

As to the bonds purchased after execution of the trust instrument, 
a different rule applies. It is a breach of the duty of loyalty for a 
trustee to sell his individual property to the trust estate. Dean v. 
Shingle, 198 Cal. 652, 658, 246 P. 1049, 46 A. L. R. 1156; Cal. Civ. Code, 
§§ 2229, 2230; 3 Bogert, Trusts and Trustees 1541, § 489; 1 Restate., 
supra, 435, 436, § 170. Therefore, the national bank violated its duty 
in purchasing the $13,000 of bonds from itself. There is nothing in the 
record to show any violation of a trust duty with respect to the purchases 
of the remaining bonds. In fact, the evidence affirmatively showed, as 
the trial court found, that such bonds were purchased at the then fair 
market value. 

The only possible claim, insofar as is urged, is one relating to the 
$13,000 of bonds purchased by the national bank from itself after execu- 
tion of the trust instrument. Appellant was entitled to hold the national 
bank liable for any profit received by it on the transactions, and for any 
loss she suffered on resale of the property. 3 Bogert, Trusts and Trus- 
tees 1541-1544, § 489; 1 Restate., supra, 560-562, § 206. On oral argu- 
ment, appellant specifically disclaimed any right to recover on those 
grounds, and limited her claim only to a right of recission. 

This contention is based on the theory that where the trustee wrong- 
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fully purchases property from himself individually, the beneficiary may 
compel the trustee to take back the property sold and refund to the 
trust estate the amount of the purchase price. 3 Bogert, Trusts and 
Trustees 1542, § 489; 1 Restate., supra, 576 § 210; compare Cal. Civ. 
Code, § 2237, 2238. Here, in effect, that has already been done, without 
loss to appellant. The entire group of bonds have either matured or 
been sold. The trust estate is back in the same position as it was. No 
reason exists for recission. Appellant’s claim is limited to the profit 
made by the national bank, and the $15 loss on the resale of a $1,000 
bond, which she waives. Under these circumstances no reason exists 
for any relief. 

The court below permitted revocation of the trust instrument accord- 
ing to its terms. Both appellant and the trustee so desired. We approve 
the course taken. 

Affirmed. 


BANK NOT LIABLE FOR PAYMENT TO 
FICTITIOUS PAYEE 


Hartford Accident & Indemnity Co. v. Middletown Nat. Bank, Supreme 
Court of Errors of Connecticut, 10 Atl. Rep. (2d) 604 


When a check is sent to the payee by mail the rule is that title 
to the check passes to the payee and there is a complete delivery at 
the time of mailing, if the check was mailed by the drawer at the 
direction of the payee, or in response to his request. The indorse- 
ment of such check by the payee to whom it was actually issued and 
by whom the drawer intended that the money should be received is 
not a forgery, although such person was acting under an assumed 
and fictitious name. 


The State Treasurer of Connecticut, as drawer, issued checks to 
a fictitious person pursuant to warrants of state comptroller drawn 
in reliance on orders of employee of State Highway Commissioner, 
to which were attached invoices signed in the name of a fictitious 
person by employee’s maid, and mailed the checks to the address 
appearing on the invoices. Subsequently, the maid indorsed the 
checks in the name of the fictitious person, presented them to the 
defendant bank and secured payment, delivering the proceeds to 
the employee. Upon these facts the court found that the indorse- 
ments of the checks by the maid in the name of the fictitious per- 
sons were not forgeries, and that the defendant bank was not liable 
to reimburse the drawee bank or its assignee. 


NOTE—For similar decisions see Banking Law Journal Digest (Fifth 
Edition) §587. 
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Appeal from Superior Court, Hartford County; Carl Foster, Judge. 
Action by the Hartford Accident & Indemnity Company, as the 
assignee of the drawee banks, against the Middletown National Bank, 
to recover proceeds of fraudulent checks cashed by the defendant. The 
ease was tried upon an agreed statement of facts. From a judgment 
for the defendant, the plaintiff appeals. 

No error. 

Argued before Maltbie, C. J., and Hinman, Avery, Brown, and Jen- 
nings, Jd. 
James W. Carpenter, of Hartford, for appellant. 
Bertrand E. Spencer, of Middletown, for appellee. 


HINMAN, J.—From September, 1935, to February, 1936, the state 
highway commissioner had in his employ Alfred E. Callander and Wil- 
liam G. Dumont, whose duties concerned the maintenance of highways 
under the jurisdiction of the commissioner and the making of orders, 
subject to the approval of the commissioner, for the purchase of high- 
way materials. During October and November the state comptroller 
drew warrants or orders and pursuant thereto the state treasurer drew 
six checks of the state in amounts aggregating $1,459.50 on Hartford 
banks, hereinafter referred to as drawee banks, naming in some Mary 
J. Doreen and in others M. J. Doreen as payee. In drawing these war- 
rants, orders and checks the comptroller and treasurer were induced 
to do so in reliance upon written applications and orders made by 
Callander or Dumont or both, requesting the payment of the sum for 
supplies allegedly furnished to the department by one designated as 
Mary J. Doreen, and in reliance upon the indorsement which each of 
the purported orders contained, in the form of a bill describing the 
account as being just and correct and as not having been paid, falsely 
and fraudulently signed by Evelyn M. Pulver, a maid employed in the 
home of Callander, in the name of Mary J. Doreen, and she indorsed 
thereon her mail address by that name as ‘‘P. O. Box 315, Chester, 
Connecticut.’’? These orders were so made, signed and indorsed for 
the purpose of inducing the drawing of checks and falsely and fraudu- 
lently securing the funds thereof for Callander and Dumont. 

The checks were, when issued, sent by mail, addressed to Doreen 
P. O. Box 315, Chester, Connecticut. This post office box was actually 
owned by Callander; he received the checks but delivered them to Pul- 
ver, who thereupon indorsed them in the name Doreen, presented them 
to the defendant bank, secured payment thereof, and ultimately deliv- 
ered the proceeds to Callander or Dumont or both. The defendant 
bank took the checks in the regular course of business for full value, 
after the usual introduction of Pulver to the bank as Doreen and in 
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the belief that Pulver was in fact Doreen. When the checks were executed 
and delivered and for a long time thereafter, the highway commissioner, 
comptroller, treasurer, and the state believed that Doreen was a real 
person engaged in bona fide transactions of selling materials to the 
highway department, whereas neither any one of that name nor Pulver 
sold the department any of the materials described in the bills. None 
of them nor any agent of the highway commissioner except Callander 
and Dumont had any personal contact with Pulver. Shortly after the 
checks were cashed by the defendant it indorsed and presented them 
through the Hartford Clearing House to the drawee banks respectively. 
The latter paid them and charged the proceeds against accounts of 
the state but subsequently these banks recredited the amounts to the 
accounts of the state and thereafter each bank assigned to the plaintiff 
all its right, title and interest in and to claims against the defendant 
arising from these check transactions. Some materials referred to in 
the bills were in fact delivered to the state by Dumont and the net 
loss on the check transactions, calculated by subtracting from the gross 
amount of the checks credits for materials actually delivered, amounts 
to $753.25. 

From the facts found the trial court concluded that in drawing, 
executing and delivering the checks the state intended to make each of 
them payable to the invoicer of the materials described in each invoice, 
and intended to make them payable to the person known to the state 
as Doreen; that the state delivered the checks to Pulver in the name 
of Doreen by mailing them to her at the address designated by her; 
that they were actually delivered to that box, were obtained therefrom 
by Callander as a part of his fraudulent transactions, and were there- 
after delivered by him to Pulver, who dealt with them personally with 
the defendant bank, to which bank she was known as Doreen; that the 
checks having been intended by the state to be payable to the invoicer, 
who was Pulver using the name Doreen, and having been delivered 
to that invoicer, were properly indorsable by Pulver as invoicer and 
payee, that on receiving the checks she secured the title thereto, and 
by indorsing them to the defendant bank she assigned such title to it; 
that by presenting the checks to the drawee banks and securing the 
funds thereon the defendant secured title to the funds and the right 
to retain them and is not liable to reimburse the drawee banks or to 
repay to the plaintiff the funds thus secured. The finding of facts, 
including those above stated, is not attacked by the plaintiff but it 
assigns error in the conclusions relevant and material to what it recog- 
nizes is the fundamental question determinative of the defendant’s lia- 
bility—whether or not the indorsements of the checks by Pulver in the 
name of Doreen were forgeries. If the indorsements were forged they 
would pass no title to the defendant which therefore would have no 
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right to collect from the drawee banks. Hartford-Connecticut Trust 
Co. v. Riverside Trust Co., 123 Conn. 616, 622, 197 A. 766. 

There may be eliminated, at the outset, certain elements present in 
some such cases but not in this instance. While the checks were made 
payable to a fictitious person, Doreen, there can be no claim that they 
were payable to bearer under section 4326(3) of the General Statutes, 
inasmuch as the fact that the payee was fictitious was not known to the 
drawer. Also there is no claim that the plaintiff is barred by estoppel 
or that there was actual negligence on the part of the drawer of the 
checks. There is no good ground for the plaintiff’s contention that de- 
livery of the checks was not made to Pulver, as the court concluded, 
but to Callander because they were mailed, as directed by her, to a 
post office box which proved to have been rented by Callander, or be- 
cause they were taken from the box by him and delivered by him to 
her. Other considerations hereinafter referred to aside, the fact that 
Pulver was a servant in Callander’s household would make the pro- 
cedure proper and usual, and even if, as the plaintiff claims but is not 
found, the giving of the address was at Callander’s instigation the de- 
livery, for all present purposes, would still be to Pulver as the addressee. 
Also, this is not a case where, as in some, a check, instead of being sent 
to the person intended was by mistake sent to another person who in- 
dorsed and collected it in the name of the payee, or one where the 
check was delivered to an impostor upon his representation and in the 
belief that he was the agent of the person named as the payee. ‘‘When 
the check is sent to the payee by mail the rule is that title to the check 
passes to the payee and there is a complete delivery at the time of mail- 
ing, if the check was mailed by the drawer at the direction of the payee, 
or in response to his request.’’ Brady, Bank Checks, 2d Ed., p. 51. 
The designation by Pulver of post office and box number cannot be 
construed otherwise than as a request to mail payment to that address. 

In such a case as this, where the payee named was not already known 
to the maker, or particularly identified by the check by some designa- 
tion, description or title, in addition to the name, the maker is to be 
held to have intended to make the instrument payable to the person 
before him, or to the person writing at the other end of the line in 
case the negotiation is by correspondence. Brannan, Negotiable Instru- 
ments Law, 6th Ed., p. 354. The intention of the drawer does not de- 
pend upon the actual existence or non-existence of a person of the name 
inserted in the instrument as payee. 8 C. J. p. 179. ‘‘While the de- 
cisions upon the question of the right of the bank to pay the check to 
the impostor or on his indorsement are not entirely consistent, accord- 
ing to the weight of authority, where the drawer of a check has deal- 
ings with an impostor who assumes a false name, and the check is in- 
tended for the person with whom the drawer is dealing, payment of the 
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check by the bank to such impostor or on his indorsement will be au- 
thorized and binding upon the depositor. In such case the principle 
that, as between two innocent persons, the one whose act was the cause 
of the loss should bear the consequences applies. The transaction be- 
gins with the depositor, and it is his duty to use diligence to ascertain 
the identity of the party with whom he deals. The bank has a right 
to believe that the depositor has acted with full knowledge of the party 
to whom he gave the check for the money, and its duty to him is dis- 
charged when it satisfies itself that payment was intended to be made 
to the party who presented it. Also, in such a case the intention 
with which the drawer issued the check has been carried out. The person 
has been paid to whom payment should be made. There has been no 
mistake of: fact except the mistake which he made when he issued the 
check, and the loss is due, not to the bank’s error in failing to carry out 
his intention, but primarily his own error, into which he was led by 
the deception previously practiced upon him.’’ 7 Am. Jur. p. 435, and 
see numerous cases cited in note thereto; Land Title & Trust Co. v. 
Northwestern National Bank, 196 Pa. 230, 234, 46 A. 420, 50 L. R. A. 75, 
79 Am. St. Rep. 717; Security-First National Bank v. United States, 
1939, 9 Cir., 103 F. 2d 188, 190. ‘‘We think that the rule is, where 
... the drawer of a check delivers it, for a consideration which turns out 
to be fraudulent, to an impostor under the belief that he is the person 
whose name he has assumed and to whose order the check is made pay- 
able, a bona fide holder for a valuable consideration, paid to the impostor 
upon his indorsement of the payee’s name, is entitled to recover from 
the drawer, it appearing that the person to whom the check was delivered 
was the very person whom the drawer intended should indorse it and 
receive the money, and that the drawer made no inquiry before issuing 
the check concerning the identity or credit of the named payee, who 
was unknown to the drawer.’’ Montgomery Garage Co. v. Manufac- 
turers’ Liability Ins. Co.. N. J. L. 152, 154, 109 A. 296, 297, 22 A. L. R. 
1224; and see cases in notes, 22 A. L. R. 1228, 52 A. L. R. 1326, 112 
A. L. R. 1435. 

It is to be noted that this case involves only the use by Pulver of a 
fictitious name for the purpose of dealings with the drawer as distin- 
guished from situations, present in many of the cases, where the name 
assumed is that of the actual owner of property or right which furnishes 
the supposed consideration, carrying with it a misrepresentation thereby 
of an ownership which in reality was in the person whose name has been 
falsely assumed. See note, 112 A. L. R. 1435, and other A. L. R. notes, 
supra. The latter was the situation in Cohen v. Lincoln Savings Bank, 
275 N. Y. 399, 10 N. E. 2d 457, 112 A. L. R. 1424, on which the plaintiff 
principally relies. In that case a check made payable, by indorsement, 
to Harry Wolter who was owner of a condemnation award for the pur- 
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chase of an interest in which the check was given, was delivered to an 
impostor who was introduced as Wolter, in the belief that he was the 
owner. The situation was similar also in Tolman v. American National 
Bank, 22 R. I. 462, 48 A. 480, 481, 52 L. R. A. 877, 84 Am. St. Rep. 
850, and in Murphy v. Metropolitan National Bank, 191 Mass. 159, 77 
N. E. 693, 114 Am. St. Rep. 595, this element being held in the latter 
case to distinguish it from Robertson v. Coleman, 141 Mass. 231, 4 N. E. 
619, 55 Am. Rep. 471. In most of the cases in which that element was 
present, however, the rule in favor of an innocent holder as against the 
drawer or maker has, notwithstanding, been upheld and applied. In 
the present case, as above noted, the checks were paid by the defendant 
bank to the person to whom the state intended they should be paid, viz. 
the person from whom it believed that it had purchased materials. 
Although it in fact received no materials from the person in whose favor 
it drew the checks, having been defrauded into a belief that it had 
purchased from and owed money to a person known to it as Doreen it 
intended, when it issued the checks, that they should be paid to the 
person from whom, as it then believed, it had made the purchase. There 
was an actual person, calling herself Doreen, although that was not her 
real name, and it was that person to whom the state intended its checks 
should be paid, and they were so paid. Corinth Bank & Trust Co. v. 
Security National Bank, 148 Tenn. 136, 252 S. W. 1001; Meridian Na- 
tional Bank v. First National Bank, 7 Ind. App. 322, 33 N. E. 247, 34 
N. E. 608, 52 Am. St. Rep. 450; Robertson v. Coleman, supra. 

The indorsement of a check by the person to whom it was actually 
issued and by whom the drawer intended that the money should be 
received is not a forgery although that person was acting under an 
assumed and fictitious name, especially when he is not really impersonat- 
ing another individual. ‘‘The check was intended for a person, not a 
name. Names... but serve to identify individuals. The check was 
received by the identical person or individual to whom its drawer in- 
tended to deliver it, and was by that person indorsed in the name in 
which it was issued to him.’’ Meridian National Bank & Trust Co. v. 
First National Bank, 7 Ind. App. 322, 329, 33 N. E. 247, 249, 34 N. E. 
608, 52 Am. St. Rep. 450; Corinth Bank & Trust Co. v. Security Na- 
tional Bank, supra, 148 Tenn. at page 152, 252 S. W. 1001; Halsey & 
Bank of New York & Trust Co., 270 N. Y. 134, 139, 200 N. E. 671. 

_ The finding supports the conclusions which establish that the indorse- 
ments by Pulver as Doreen were not forgeries but operated to vest title 
in the defendant bank and which justify the judgment in its favor. It 
is to be noted that in the present case this result accords with the com- 
parative equities even more pronouncedly than in the ordinary case of 
this kind. It appears from admitted allegations of the complaint that the 
plaintiff was the insurer, it is to be assumed for adequate consideration, 
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of the fidelity of employees of the highway commissioner including Cal- 
lander, and under its policy was obligated to and did compensate for 
the net loss sustained by the issuance of the checks in question. In 
this action it sought, under assignments, to recoup the loss so insured 
against. Between it and the defendant as an innocent holder for value, 
the equities manifestly favor the latter. 

There is no error. In this opinion the other judges concurred. 


INACTIVE BANK DIRECTOR NOT CHARGE- 
ABLE WITH KNOWLEDGE OF ITS 
INSOLVENT CONDITION 


In re Smith’s Estate, Supreme Court of Iowa, 289 N. W. Rep. 694 


A bank director and minor stockholder of a bank who takes no 
active part in its management and is not in actual control of the 
bank’s assets or disbursements, is not, as a matter of law, charged 
with knowledge of the insolvent conditions of the bank as respect to 
whether director, as executor, exercised due diligence in not cashing 
certificate of deposit of estate prior to the bank’s receivership. 


William Whisler, a director in the First National Bank of 
Williams, Iowa, was the owner of three-fiftieths of the stock of the 
bank and was also executor of the estate of William H. Smith. Among 
the assets of the estate of Smith was a certificate of deposit for 
$9,056.25 issued to decedent by the First National Bank. This cer- 
tificate had been left by the decedent with Pound, cashier and mana- 
ger of the bank, from whom Whisler had secured it shortly after his 
appointment. However, Whisler had not been able to cash it because 
after presentment for payment, the cashier had persuaded him to 
delay because the bank was low in cash. About six months after 
the appointment of Whisler as executor of the estate of Smith, the 
bank went into receivership. It was then discovered that the cer- 
tificate was not shown from the bank records and that unbeknown 
to Whisler or any one else, Pound had misappropriated about $25,000 
of the bank’s funds. Eventually, Whisler had his claim allowed and 
obtained total dividends of about thirty per cent. which he accounted 
for in his accounts. The beneficiaries of Smith’s estate objected to 
the allowance of Whisler’s accounts contending that regardless of 
his actual knowledge of the condition of the bank, such knowledge 
should be imputed to him as a director. The court found that since 
he took no active part in the management of the bank, he was not 
chargeable with knowledge of the insolvent condition of the bank, 
and consequently the loss to the estate was not due to any negligence, 
fraud or lack of good faith of Whisler. 


NOTE—For simiiar decisions see Banking Law Journal Digest (Fifth 
Edition) §1110. 
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Appeal from District Court, Hardin County; Sherwood A. Clock, 
Judge. aa 

Hearing upon final report of executor and objections thereto. Opinion 
states the facts. From order overruling objections and approving 
report, objectors appeal. 

Affirmed. 


OLIVER, J.—On February 17, 1930, William Whisler was appointed 
and qualified as executor of the estate of William H. Smith of Williams, 
Iowa, who died in December, 1929, This is an appeal from a ruling 
approving the final report of said executor and overruling objections 
thereto and involves only one asset of the estate, to wit: a certificate of 
deposit issued to decedent by the First National Bank of Williams, Iowa, 
for $8,625, dated March 5, 1929, due March 5, 1930, which with accrued 
interest then amounted to $9,056.25. Said certificate of deposit had 
been left by decedent with L. E. Pound, cashier and manager of said 
First National Bank, from whom Whisler secured it shortly after his 
appointment. 

Without the knowledge of Whisler, or anyone else, Pound had mis- 
appropriated about $25,000 of the bank’s funds. The principal method 
he employed in accomplishing this was by issuing two or more certificates 
of deposit bearing the same number, only one of which, in each instance, 
was shown upon the records of the bank. Pound converted to his own 
use the deposited money represented by the duplicate certificates. One 
of the certificates not shown upon the records was the $8,625 certificate 
here involved, issued to decedent March 5, 1929. In the same category 
were certificates issued to various other parties of a total principal 
amount of about $15,000. 

On June 30, 1930, the bank went into receivership. Whisler who 
had not cashed the certificate of deposit of the Smith estate prepared to 
file claim upon it. It was then discovered the certificate was not shown 
upon the bank records and the actions of Pound were brought to light. 
On account of his ‘‘irregularities’? Mr. Pound was subsequently incar- 
cerated at Leavenworth. Whisler eventually secured the allowance of 
the claim and total dividends of about 30 per cent. were paid upon it 
and by him accounted for as executor of the Smith estate. Objectors 
contend Whisler, as executor, should be required to account for the 
full amount of the certificate with interest. 

Whisler was a lawyer by profession and at the time in controversy 
was living in the neighboring town of Alden, where he was engaged in 
the banking business as president of the Alden Savings Bank. For a 
number of years he had been a director of First National Bank of 
Williams and owned $1,500 of its $25,000 stock. He had formerly been 
vice-president of said bank, but had ceased to hold that position in 
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January, 1929. Although he was a director and may have attended 
some meetings of the Board he apparently had no active connection with 
the operation of the bank and his knowledge relative to its condition was 
based principally upon its records and statements and information given 
him by Pound. Whisler, two other directors and Ruth Martinson, the 
assistant cashier and vice-president, all testified they did not know 
the bank was insolvent prior to the time it closed. All these parties 
appear to have had confidence in the integrity of Pound, none of them 
knowing he had misappropriated funds of the bank in an amount equal 
to its entire capital. 

About 1935, one of the beneficiaries under the Smith will instituted 
proceedings to remove Whisler as executor alleging, among other 
grounds, negligence on his part in failing to cash said certificate of 
deposit. That case was appealed to this court and is entitled In re 
Estate of Smith, 223 Iowa 172, 271 N. W. 888. It may be noted that 
although said decision is not determinative of the propositions actually 
here in controversy, the pleadings and part of the evidence in that case 
appear in this record. Mr. Whisler having died in 1935, the legal 
representative of his estate made his report and accounting in the Smith 
estate. Upon the issues raised by said report, objections by the admin- 
istrator with will annexed and beneficiaries under the Smith will and 
the answer thereto, this trial was had. 

The main issue was whether or not Whisler was shown to have exer- 
eised due diligence as executor in handing the certificate of deposit. 
The trial court found the loss to the estate was not brought about by 
any negligence, fraud or lack of good faith upon his part, the objections 
were overruled and the report was approved. From this ruling objectors 
have appealed. 

I. This is a law action and is not triable de novo upon appeal. The 
decision has the effect of a verdict of a jury and will be affirmed if it 
finds substantial support in the record. In re Estate of Jefferson, 219 
Towa 429, 257 N. W. 783. 

II. Appellants predicate error upon the finding of the trial court 
that the loss to the estate was not brought about by the negligence of 
Whisler or his lack of good faith. In this connection appellants contend 
that, regardless of Whisler’s actual knowledge of the condition of the 
bank, such knowledge should be imputed to him as a director. Among 
the cases cited upon this proposition are In re Estate of: Enfield, 217 
Towa 273, 251 N. W. 637; In re Estate of Kendrick, 214 Iowa 873, 243 
N. W. 168; Leach v. Beazley, 201 Iowa 337, 207 N. W. 374; In re Estate 
of Rorick, 218 Iowa 107, 253 N. W. 916; Baumchen v. Donahoe, 215 
Towa 512, 242 N. W. 533. 

Each of the foregoing cases differ factually from the case at bar. 
In all of them the presumption of knowledge of the condition of a bank 
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was held to apply to executive officers, either in active charge or heavily 
interested in the bank. In each of the cases involving estate funds, all 
or a part of said funds were by the fiduciary placed in a bank under 
his executive control. 

Whisler’s interest in the First National Bank of Williams was a 
small percentage of the total and he took no active part in its manage- 
ment. He did not have actual control of its assets or disbursements. His 
primary interest was in the Alden Savings Bank which he was operating 
as president. That was his bank. Had he cashed the certificate in the 
Williams Bank, and deposited the proceeds in his own Alden Savings 
Bank we would then have had a fact situation to which the cited cases 
might properly apply. ; 

Appellee relies upon a rule adopted in Commercial Savings Bank 
v. Kietges, 206 Iowa 90, 219 N. W. 44, cited with approval in Preston v. 
Howell, 219 Iowa 230, 257 N. W. 415, 424, 97 A. L. R. 1140. ‘‘There 
is no rule of law which charges a director or stockholder of a corporation 
with actual knowledge of its business transactions merely because he is 
such director or stockholder.’’ 

Under the circumstances of this case we do not think Whisler should, 
as a matter of law, be charged with knowledge of the insolvent condi- 
tion of the First National Bank of Williams. 

III. On March 6, 1930, the day after the certificate matured, 
Whisler presented it to Pound for payment. Pound said he could 
not pay it then, that they were low on cash and that he would have 
to lock up the bank if payment was insisted upon. Pound also told 
Whisler that they were gaining, that the bank was just as strong or 
better than it ever was, that many of the bank’s debtors would soon be 
selling corn and hogs to pay their obligations and he thought he would 
be able to take up the certificate within a short time. 

Whisler again presented the certificate for payment and was told 
by Pound the farmers had not yet sold their produce and had not paid 
their notes as he expected they would and that the bank was low on 
eash and he ‘could not pay the certificate that day. Someime during 
June, Whisler again presented the certificate, this time to Miss Martin- 
son, the assistant cashier, and was told the cash then available was 
insufficient to pay it. 

This cash available consisted of actual cash in the bank and deposits 
in correspondent banks. It amounted to about $23,000 on March 5, and 
thereafter fluctuated up and down from said amount. By the middle 
of May it had dropped to about $15,000, and by the latter part of June 
to less than $10,000. The total deposits of the bank during this period 
were approximately $125,000 or $150,000. 

The first and second times Whisler presented the certificate the bank 
had cash assets sufficient to have paid it. Perhaps its payment might 
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have reduced the cash to below a safe margin. However, it is not an 
unfair inference that this was not the real reason for the attitude adopted 
by Pound. From a practical standpoint the certificate was his personal 
obligation. It may be reasonably assumed he was unable to pay the 
$9,000 out of his own pocket. In any event he was not so inclined. That 
he could not use the funds of the bank without disclosing his defalcation 
is evident. These circumstances compelled him to postpone payment 
and secure delay by any possible means. The certificate was enforceable 
against the bank, but, without fault of Whisler or any knowledge on 
his part, the fraud of Pound had so affected it that Pound dare not pay 
it from the assets of the bank during the brief period when such cash 
assets may have been sufficient. This unusual situation should be taken 
into consideration in determining whether or not the record supports 
the finding of the trial court. 

Whisler did not have personal charge or control of the operations of 
the First National Bank of Williams. He was not in a position to go 
into the vault and take the cash or to draw upon a depository bank for 
the amount due on the certificate of deposit. The manner in which he 
made presentment of the certificate for payment is indicative of no 
connection with the bank relative to said deposit other than that of 
depositor. 

The facts in this case do not bring him within the specific rule of 
liability enunciated in Estate of Enfield, above cited, and similar cases 
cited therewith, relating to deposits by a bank officer in his own bank 
of funds held by him in a fiduciary capacity. Instead, Whisler’s liability 
should be measured by the general rule referred to in the Enfield case, 
217 Iowa 273, at page 274, 251 N. W. 637, and cases there cited: ‘‘The 
duty of an administrator or other trustee in such cases is well settled 
in this state. Such officers are not insurers of the safety of the funds 
coming into their possession by virtue of their respective offices, but they 
must exercise that degree of care and prudence with reference thereto 
that ordinarily prudent men exercise in regard to their own affairs.”’ 

The trial court found the loss of the estate was not due to any 
negligence, fraud or lack of good faith of Whisler. Reference has been 
herein made to some of the evidence supporting such finding. A dis- 
cussion of various other propositions contained in the record and pre- 
sented in argument is unnecessary. 

There was conflicting evidence. However, this is not a trial de 
novo. If there is substantial evidence to support the ruling of the trial 
court, it will be affirmed. We conclude the record amply supports the 
~yling in this case. 

Wherefore, the order is affirmed. 

Affirmed. 

All Justices concur. 
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RATIFICATION OF FORGED INSTRUMENTS 
ABSOLVES LIABILITY OF GUARANTEE 






Hermes v. Title Guarantee & Trust Co., Court of Appeals of New York, 
24 N. E. Rep. (2d) 859 









A trust company is not liable for negligent failure to discover 
forgery and for taking acknowledgment to bond and mortgage and 
certifying that trust company’s agent knew the persons who executed 
such instruments, if the real owner of the realty subsequently ratifies 
the original execution by an extension agreement thereby eliminating 
any pecuniary loss to the deceived party. 











Appeal from Supreme Court, Appellate Division, Second Depart- 
ment. 

Action by Frantiska Hermes, individually and as administratrix of 
the goods, chattels, and credits of Anton Hermes, and another, against 
the Title Guarantee & Trust Company, to recover a certain sum given 
by intestate for a forged bond and mortgage, and to recover on a title 
policy. From a judgment, 14 N. Y. S. 2d 487, affirming a judgment of 
the Trial Term for plaintiffs, 7 N. Y. S. 2d 695, defendant appeals. 

Reversed, and complaint dismissed. 

C. Elmer Spedick, of New York City, and Arthur L. Reuter, of 
Brooklyn, for appellant. 

Arthur Morris, of New York City, for respondents. 














LEHMAN, J.—In October, 1928, Anton Hermes, Frantiska Hermes 
and Antonia Stolba agreed to make a loan of $5,000 to be secured by 
mortgage upon a parcel of real property in the county of Queens. They 
retained the defendant Title Guarantee and Trust Company to search 
and insure the title to the real property. The search made by the title 
company disclosed that the record title stood in the name of August 
Robertson and Louisa Robertson, his wife, and the title company so 
certified. In fact, August Robertson was dead and, under his last will 
and testament, Louisa Robertson had become the sole owner of the 
premises. The will had not been probated and the title company did 
not know of its existence. 

The closing took place at the office of the title company. The lenders, 
hereinafter referred to as the plaintiffs, appeared there with the $5,000 
they had agreed to loan. Louisa Robertson, the owner of the property, 
did not appear, but her son, named like her deceased husband, August 


















NOTE—For similar decisions see Banking Law Journal Digest (Fourth 
Edition) §612. 
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Robertson, and his wife, Johanna Robertson, appeared and signed a 
bond and mortgage in the names of August Robertson and Louisa Robert- 
son, his wife, the record owners of the property as certified by the title 
company. The agent of the title company, in charge of the closing of 
the title, took their acknowledgment to these instruments. The defend- 
ant urges that the name of Louisa was signed with innocent intent by 
authority of Louisa Robertson, the true owner, for the purpose of bind- 
ing her. That is disputed, and we assume that it has been conclusively 
shown that the purpose of August Robertson and his wife, Johanna 
Robertson, was not innocent and that the bond and mortgage executed 
by them did not bind Louisa Robertson, the sole owner of the property, 
even though her name was signed to it. 

Upon the faith of that bond and mortgage, the plaintiffs paid over 
the sum they had agreed to pay and the defendant title company 
insured the title to the premises, described in the mortgage. Interest 
was paid regularly on the mortgage until April, 1933, and in October, 
1932, an extension agreement was executed and delivered which, again, 
was signed in the names of Augusta and Louisa Robertson, the record 
owners, but this time the instrument was signed in fact by Louisa 
Robertson, the real owner, and, of course, was binding upon her. Even 
though, as we assume, the original mortgage was executed in the name 
of Louisa Robertson without her authority, the extension agreement con- 
stituted a complete ratification of the execution in her name of the 
original mortgage. There was default in payment of interest thereafter 
and then, for the first time, the plaintiffs discovered, and gave notice to 
the defendant title company that Louisa Robertson was the sole owner 
of the mortgaged property and that her name to the original mortgage 
was forged. 

After receipt of such notice the defendant title company probated 
the will of August Robertson, deceased, thus establishing upon the record 
that Louisa Robertson was the sole owner, and obtained from Louisa 
Robertson a formal instrument ratifying and confirming the bond and 
mortgage as her act. When that had been done, the bond and mortgage, 
which the plaintiffs held, had legal effect as if they had been executed 
originally by Louisa Robertson and the plaintiffs were in exactly the 
same position as if there had been no fraud. Indeed, Louisa Robertson 
offered to execute and deliver a deed to the property or to permit fore- 
closure of the mortgage without opposition. 

The plaintiffs preferred to assert that fraud tainted the transaction 
from its inception and in an action against Louisa Robertson, August 
Robertson and Johanna Robertson obtained judgment rescinding the 
transaction and canceling the bond and mortgage on the ground of 
fraud. Then the plaintiffs brought this action against the title company. 
The complaints set forth two causes of action. The first cause of action 
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is for damages caused by the alleged negligence of the defendant’s 
agent in failing to discover the fraud which August Robertson, the 
younger, and his wife perpetrated, and in taking the acknowledgment 
to the bond and mortgage and there certifying that the agent knew the 
persons who executed these instruments. The second cause of action is 
for indemnity under the policy of insurance. The plaintiffs have re- 
covered a judgment upon the first cause of action for the sum of $5,000, 
with interest. The second cause of action has been dismissed. 

The title company urges, upon this appeal, that the plaintiffs have 
failed to show any negligence on the part of the agent of the company. 
We do not pass upon that question now for, even assuming that the 
plaintiffs have established negligence, it appears that they have suffered 
no damages. The defendant’s negligence, it is said, contributed to a 
successful fraud upon the plaintiffs, but ‘‘ pecuniary loss to the deceived 
party is absolutely essential to the maintenance of the action. Urtz 
v. New York Central & H. R. R. Co., 202 N. Y. 170, 173, 95 N. E, 711, 
712. Before the plaintiffs retained the defendant to search the title 
they had, according to the allegations of the complaint, agreed to lend 
the sum of $5,000 to the owners of the premises, described in the com- 
plaint, ‘‘and who were unknown to them’’ in consideration of the execu- 
tion, acknowledgment and delivery to them of a good and sufficient 
bond and mortgage in the sum of $5,000. There is neither allegation 
nor proof that the plaintiffs relied upon the responsibility of any par- 
ticular owner. The loan was to be made solely in consideration of the 
receipt of a valid bond and mortgage executed by the owner or owners 
of the property, whoever he or they might be. Whether the owner of 
the premises was old or young, a widow or a husband and wife, was 
entirely immaterial in view of their agreement to lend to ‘‘unknown 
owners.’’ Doubtless the agreement to loan was consummated in reliance 
upon the validity of the bond and mortgage which the plaintiffs received 
but, otherwise, the claim is without foundation that the loan was made 
in reliance upon the representation, express or implied, of August 
Robertson, the younger, and Johanna, his wife, that they were the 
persons named in that bond and mortgage as the owners of the property. 
By the exercise of care the defendant might have obtained for the plain- 
tiffs a valid bond and mortgage executed by the real owner. The plain- 
tiffs could not have asked or received more than that and any damages 
which they have suffered could arise only from receiving less than what 
they had a right to demand and expect to receive. 

When they discovered the alleged fraud that had been perpetuated 
upon them they had in their possession muniments of title which insured 
to them exactly those rights for which they had stipulated in their 
agreement to loan and which they would have received if there had 
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been no fraud. True, that may have been brought about only through 
the ratification or acceptance, by the true owner, of a false impersona- 
tion and, because of the taint of fraud in the original transaction, the 
plaintiffs have been accorded the right to rescind the entire transaction, 
disregarding the ratification of the fraud by the real owner. The 
equitable right to rescind the transaction tainted with fraud and to 
recover the consideration paid from those who participated in the fraud 
and received that consideration does not give the plaintiffs a right of 
action to recover the same amount as damages from this defendant, 
which was not a party to the fraud and did not share in the spoils of 
the fraud. Its only fault was a lack of care which enabled those guilty 
of fraud to palm off upon the plaintiffs an instrument which did not 
convey the rights which it purported to convey until, through subse- 
quent events, it acquired a force it did not originally possess. The 
damages for that lack of care are the loss which was caused to the 
plaintiffs by that fraud. ‘‘The basic principle underlying all rules for 
the measurement of damages for deceit is indemnity for the actual loss 
sustained as the direct result of the wrong.’’ Ochs v. Woods, 221 N. Y. 
335, 340, 117 N. E. 305, 307. 

The wrong was complete when the negligence of the defendant 
caused the plaintiffs to accept instruments tainted with fraud and it is 
said that the damages then became fixed. The cases cited by the plain- 
tiffs lend no support to that contention. Though the wrong was com- 
plete, the loss which would follow from the wrong could not be foreseen 
with certainty. What the plaintiffs received was not entirely valueless. 
It had potential value if the owner of the property chose to recognize 
its validity, and, as we have pointed out, before the plaintiffs even dis- 
covered the defendant’s wrong the owner of the property had conclu- 
sively waived any defect which she might have asserted had she chosen 
to do so. That put the plaintiffs in as good a position as they would 
have been if there had been no wrong by the defendant. At the time the 
wrong was committed it might have seemed very probable that the 
plaintiff would suffer loss of all or part of the money loaned upon the 
faith of an instrument tainted with fraud. By the time the fraud was 
discovered such loss was no longer probable or even possible unless the 
plaintiffs chose to assert such invalidity themselves. For their own 
purposes they did choose to assert that invalidity. They could not by 
such assertion impose liability upon the defendant for a loss which 
otherwise they would not have suffered. 

The judgment of the Appellate Division and that of the Trial Term 
should be reversed and the complaint dismissed, with costs in all courts. 

Crane, C. J., and Hubbs, Loughran, Finch, and Rippey, JJ., concur. 

O’Brien, J., taking no part. 

Judgmeents reversed, etc. 
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LIABILITY OF FEDERAL LAND BANK ON 
MORTGAGE LOANS 









Bracken-Robertson National Farm Loan Ass’n v. Downing, Court of 
Appeals of Kentucky, 135 S. W. Rep. (2d) 421 









In 1926, Robert L. Downing became a member of the Bracken- 
Robertson National Farm Loan Association and through it procured 
a loan of $20,000 from the Federal Land Bank of Louisville secured 
by a first mortgage on his farm. In his application for the loan he 
subscribed for capital stock in the association in the sum of $1,000 
as required by the Federal Farm Loan Act and requested the bank 
to deduct the sum of $1,000 from the total proceeds of the loan and 
to apply same in paying for 200 shares of a par value of $5 each 
in the capital of the association to be issued in his name which was 
done. The stock issued in the name of Mr. Downing was held by the 
association but he was issued a receipt therefor which recited that 
the stock was being held by the association pursuant to the pro- 
visions of the Federal Farm Loan Act as collateral security for the 
payment of the loan and that it could not be legally transferred 
except to a purchaser of the mortgaged farm. 


On March 16, 1936, Robert L. Downing conveyed the farm cov- 
ered by the mortgage to another and the grantee paid in full the 
balance due on the mortgage which was duly released of record by 
the bank on March 26, 1936. In the meantime, Robert L. Downing 
had executed and delivered to J. C. Everett & Company, a corpora- 
tion, a note for $1,000 and attempted to pledge as security 200 shares 
of the bank stock. Upon payment of the loan the plaintiffs had 
demanded payment of the stock at its face value but the defendants 
had refused to pay $1,000. The Bracken-Robertson Association 
became insolvent and set up a plea of insolvency in this action. It 
was held that on repayment of the mortgage loan made by the Fed- 
eral Land Bank to Downing who had subscribed for the capital stock 
in the association in order to obtain the loan, the Federal Land 
Bank, being entirely separate from the farm loan association, was 
not liable to borrower or to person to whom borrower had pledged 
the stock, for the face value of the stock, nor was the association 
liable where it was insolvent. 


Appeal from Circuit Court, Bracken County; C. D. Newell, Judge. 

Action by Robert L. Downing, and another, against the Bracken- 
Robertson National Farm Loan Association, and another, to recover 
face value of named plaintiff’s stock in the named defendant. From 
a judgment for the plaintiffs, the defendants appeal. 

Reversed and remanded. 

William J. Goodwin, J. F. Williamson, and Martin R. Glenn, all of 
Louisville, and Silas Jacobs, of Brooksville, for appellants. 

J. M. Collins and J. M. Collins, Jr., both of Maysville, for appellees. 

CREAL, J.—The Federal Land Bank of Louisville, hereinafter referred 

‘to as the bank, is one of the twelve federal land banks chartered under 
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an Act of Congress known as the Federal Farm Loan Act (12 U.S. C. A. 
§§ 672-698.) By its charter it is authorized and empowered to lend 
money upon farm lands in the states of Ohio, Indiana, Kentucky and 
Tennessee with first mortgages upon such lands as security for the loan. 

Under authority and pursuant to the provisions of the same act the 
Bracken-Robertson National Farm Loan Association, hereinafter re- 
ferred to as the Association, was incorporated, granted a charter and 
authorized and empowered to conduct its business in Bracken and 
Robertson counties, Kentucky, and by later amendment of its charter 
was authorized and empowered to operate and conduct its business in 
Mason county. These charters were granted by the Federal Farm Loan 
Board which was charged with the administration of the act but the 
functions of the board have by executive order been transferred to the 
Farm Credit Administration. 


Under the provisions of the Farm Loan Act land banks make loans 
in communities where the National Farm Loan Associations have been 
authorized to operate through such associations. In such cases the 
applicant for a loan must become a member of the local farm loan asso- 
ciation and subscribe for shares of its capital stock in an amount equal 
to 5 per cent. of the face of the loan that may be granted by the Federal 
Land Bank and if the loan is granted must pay for the stock before or 


when the loan is closed. The association endorses the mortgage loans 
so made to its members and becomes liable for their payment. For the 
purpose of indemnity against loss by reason of such endorsement the 
association holds stock issued in the name of the borrowing member. 
The association in turn is required to subscribe for stock in the Federal 
Land Bank in a sum equal to 5 per cent. of the loans made to its mem- 
bers. This stock is issued in the name of the endorsing association but 
is held by the bank as security for payment of mortgage loans endorsed 
by the association. When the mortgage loan is paid in full the bank 
pays off at par and retires the shares of its capital stock so purchased 
and issued in the name of the endorsing association and in such cases 
the act provides that the endorsing loan association shall pay off at 
par and retire the shares of its stock which were issued in connection 
with the loan. 

After the loan had been paid by Mr. Downing’s vendee and the 
mortgage released, Robert L. Downing and J. C. Everett & Company 
instituted this action at law against the association and the bank and 
in their petition set out the foregoing facts relative to the mortgage loan, 
the issuance of the stock by the bank and by the association, the payment 
and release of the mortgage, the execution of the note to J. C. Everett 
& Company, and alleged that defendants were jointly and reciprocally 
engaged in making farm loans; that before payment of the mortgage 
indebtedness to the bank, Robert L. Downing and the purchaser of the 
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farm who paid the balance due on the mortgage demanded payment of 
the stock issued to Downing or credit for same at its face value upon 
payment of the loan and that since the payment of the loan plaintiffs 
had demanded payment of the stock at its face value but that defend- 
ants had refused to pay plaintiff $1,000 the face value of the stock. 
They prayed judgment against defendants for such sum with interest 
from March 26, 1936, and their costs and that the proceeds of the stock 
be applied so far as might be necessary to the satisfaction of the note 
from Downing to J. C. Everett & Company. 

Ry amended petition plaintiffs alleged that on June 10, 1935, defend- 
ants and Robert L. Downing entered into a new contract relative to the 
loan which provided, in part: ‘‘The aggregate amount remaining unpaid 
for the term of said mortgage as set forth above is correct as of July 
1, 1987; and that such amount of indebtedness shall be repaid on an 
amortization plan in accordance with the provisions of the Federal 
Farm Loan Act as amended consisting of 71 semi-annual installments 
beginning September 1, 1935 and final payment due on March 1, 1971;’’ 
and alleged that by reason of such contract Robert L. Downing was 
placed under the provisions of section, 744a, 12 U. S. C. A. of the Fed- 
eral Farm Loan Act as of June 16, 1933, whereby stockholders of the 
Federal Farm Loan Association were relieved from ‘‘double liability’’ 
as provided in section 744, 12 U. S. C. A., of the act enacted in July 
1916, and by reason of such fact Robert L. Downing was relieved from 
double liability on the stock in controversy. It was further alleged that 
the Bracken-Robertson Association was in operation at the time the loan 
was made but that subsequent thereto the Bracken-Mason National Farm 
Loan Association was organized and operated by the same personnel 
and under the same jurisdiction as the Bracken-Robertson Association 
and it was the duty of the latter upon formation of the former to trans- 
fer the mortgage and loan of plaintiff to the Bracken-Mason Association ; 
that the Bracken-Mason Association is and was on March 26, 1936, 
wholly solvent and would have paid plantiff the $1,000 sought to be 
recovered had the mortgage been properly transferred to the Bracken- 
Mason Association as contemplated and required by the Federal Farm 
Loan Act; that the Bracken-Robertson National Farm Loan Association 
is doing business generally with the public, making loans and operating 
just as it always did since its organization except that it refused to 
pay the face value of the stock in cash upon repayment by the borrower 
and had continued doing business with the public generally as a going 
concern and is estopped to rely upon a plea of insolvency as a defense 
in this action. 

Each of the defendants interposed a demurrer to the petition and 
amended petition which was overruled. By their joint and separate 
answers consisting of a number of paragraphs appellants traversed the 
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allegations of the petition as amended and among other things affirma- 
tively alleged that the bank and the association were separate and dis- 
tinct corporations and denied that the bank made any deduction from 
the loan for the purpose of purchasing capital stock of the bank and 
denied that appellees or either of them ever purchased or owned any 
stock of the bank. They denied that Downing did or could transfer or 
pledge with J. C. Everett and Company any of the capital stock or 
any interest therein. They further affirmatively alleged that at the 
time the mortgage debt was paid, the association was insolvent and set 
forth figures showing that the liabilities of the association largely ex- 
ceeded its assets; that unpaid losses sustained by the bank upon loans 
endorsed by the association amounted to over $28,000 and that the out- 
standing stock of the association was in a sum slightly in excess of 
$44,000; that because of individual liabilities of shareholders in the asso- 
ciation a refund of the value of the stock in controversy under the 
circumstances would amount to improper and unlawful preferment of 
Robert L. Downing over other shareholders. 

A motion to transfer the cause to equity docket was overruled. The 
court sustained a demurrer to the answer and the defendants declining 
to further plead it was adjudged that the plaintiffs recover of the 
defendants the sum of $1,000 with interest from March 26, 1936, and the 
costs and defendants are appealing. 

However, before judgment was entered a stipulation between the 
parties had been filed reciting that on or about June 10, 1935, an agree- 
ment was entered into by Robert L. Downing and the defendants which 
was duly recorded in the county court clerk’s office in Mason county 
and that a copy of same was attached to the stipulation. This agree- 
ment is the new contract referred to in the amended petition. It was 
further stipulated that a number of mortgages had been taken by the 
bank on property in Bracken county and that such of these mortgages 
as were taken through the association since it had been considered 
insolvent had been taken with a stipulation and understanding in sub- 
stance that persons who were admitted to membership therein during 
the time the association’s capital stock was impaired were advised of 
such impairment and that the association might not be able to work out 
of its difficulties; that all persons so admitted to membership during 
the time the association’s stock was impaired avknowledged in writing 
that they knew the facts and stated that they desired to become members 
notwithstanding same and agreed to assume all obligations and respon- 
sibilities of membership in the association. 

It is argued in substance on behalf of appellants that the bank and 
the association are entirely separate and distinct corporations and the 
former is not liable in any manner or to any extent for the capital 
stock of the latter and that the bank did not issue any stock to appellee 
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Downing; that the demurrer to the petition as amended should have 
been sustained, especially the demurrer of the bank. This contention 
insofar as the bank is concerned is supported by an abundance of author- 
ity and no cases have been cited and none found to the contrary. 

In the case of Federal Land Bank of Columbia v. Mrs. Will Gaines, 
290 U. S. 247, 54 S. Ct. 168, 171, 78 L. Ed. 298, the Supreme Court of 
the United States in reviewing a decision of the state court held in 
effect that National Farm Loan Associations and Federal Land Banks 
are separate and distinct corporations saying: ‘‘The state court rested 
its decision on the characterization of the association as a public agent, 
but it did not hold that the association was in any sense an agent for 
the lender bank. It could not well have done so.’’ 

In Federal Intermediate Credit Bank v. Simpson’s Adm’r, 261 Ky. 
142, 87 S. W. 2d 136, 139, this court cited the above Supreme Court 
ease and recognized it as holding ‘‘that such farm loan corporation, 
composed of borrowers under the Federal Farm Loan Act, is in a gen- 
eral sense a public agency for carrying out the policy of the statute but 
that it does not act as the agency of the lending Federal Land Bank.”’ 

In the case of Byrne v. Federal Land Bank of St. Paul and the 
Nortonville National Farm Loan Association, 61 N. D. 265, 237 N. W. 
797, 801, the court had for decision the same question presented for 
consideration here and under a state of facts in every material respect 
identical. Byrne as a member of the loan association procured a mort- 
gage loan from the bank. Stock in the loan association to an amount 
equal to 5 per cent. of the fact of the mortgage was issued to him but 
was retained by the association. Byrne defaulted in payment and under 
foreclosure proceedings the bank purchased the property for its debt 
with accumulations. The bank retired its own capital stock issued in 
the name of the association by crediting the par value thereof upon 
indebtedness of the association to the bank growing out of losses 
sustained on other loans made by the bank and endorsed by the associa- 
tion. Byrne sought to recover of the bank and the association the par 
value of the stock issued to him. It is recited in the opinion that plain- 
tiff contended that the bank and the loan association are one and the 
same institution and the latter being an agency of the former and there- 
fore when the loan association took his money and issued shares of stock, 
the money was in fact taken by the land bank for purchasing shares 
of stock in the bank and these latter shares were in fact property of 
plaintiff ; that when the loan was paid the shares of: stock in the bank 
and the association were required to be cancelled and upon cancellation 
he was entitled to return of his money. The court said that the pro- 
cedure in the foreclosure suit amounted to payment of the loan. In 
disposing of the contention made by the borrower the court after review- 
ing pertinent provisions of the Farm Loan Act said: 
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‘‘The prospective borrower is a stockholder in the loan association 
not in the Federal Land Bank. It is the corporation known as the 
‘loan association’ which is the stockholder in the Federal Land Bank. 
The two institutions are separate and distinct corporations, though both 
are necessary to carry out the purposes of the Federal Loan Act... . 

‘‘Thus when the plaintiff took stock in the ‘Nortonville [National] 
Farm Loan Association,’ he became a member of that corporation, but 
he did not become a member of the Federal Land Bank. The stock 
taken by the loan association belonged to that corporation, and not to 
him. Hence the plaintiff has no cause of action against the Federal 
Land Bank.’’ 


See also Federal Land Bank of Berkeley v. Warner, 42 Ariz. 201, 
22 P. 2d 563; Gantt v. Gunter, 225 Ala. 679, 145 So. 146; Federal Land 
Bank of Columbia v. Shingler, 174 Ga. 352, 162 S. E. 815; Hooper v. 
Federal Land Bank of Columbia, 178 Ga. 571, 173 S. E.; Zeigler v. 
Federal Land Bank of Houston, Tex. Civ. App., 86 S. W. 2d 864. 

As is revealed by the authorities cited appellees nor either of them 
had a cause of action against the bank and the demurrer to the petition 
so far as the bank was concerned should have been sustained. 

It is further contended in effect by counsel for appellants that in any 
event, and notwithstanding their position that the demurrer of the asso- 
ciation to the petition should also have been sustained and to which 
they adhere, the demurrer to the answer should have been overruled. 

The Farm Loan Act (12 U.S. C. A. § 744), relating to the liability 
of shareholders in farm loan associations provides: ‘‘Shareholders of 
every national farm loan association shall be held individually respon- 
sible, equally and ratably, and not one for another, for all contracts, 
debts and engagements of such association to the extent of the amount 
of stock owned by them at the par value thereof, in addition to the 
amount paid in and represented by their shares.’’ 

That section was in full force and effect when Mr. Downing secured 
the loan from the bank. However, and as will presently be made to 
appear, the Farm Loan Act was later so amended as to relieve stock- 
holders of farm loan associations of what is known as double liability 
under the quoted sections. The plea of insolvency upon the part of the 
association and the figures set out to substantiate the plea must for 
the purpose of demurrer be treated as admitted. The identical question 
presented for decision was involved in the case of Knox Nat. Farm 
Loan Ass’n v. Phillips, 54 Ohio App. 334, 7 N. E. 2d 566, where the 
borrower was attempting to recover the par value of the stock issued by 
a larm loan association of which he was a member in connection with a 
loan made to him through the association by the Federal Land Bank. 
Notwithstanding a similar defense and a stipulation in that case that 
the farm loan association was insolvent it was adjudged that Phillips 
recover the par value of the stock issued in his name by the association 
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and that a receiver be appointed to wind up the business and affairs 
of the association. The Ohio Supreme Court having denied a writ of 
review, the case was presented to and reviewed by the Supreme Court 
of the United States and that court in an opinion by Mr. Justice Car- 
dozo reported in 300 U. S. 194, 57 S. Ct. 418, 421, 81 L. Ed. 599, 108 


A. L. R. 738, reversed the judgment of the Ohio court and among other 
things said : 

‘¢ . neither the bank nor the association is under a duty to retire 
stock when the association is insolvent, and thus to give to the withdraw- 
ing member through the return of his subscription a preference over 
others. The statute is misread if the sentences regulating withdrawal 
are taken out of the setting of a co-operative scheme and viewed in 
isolation. Under the law as it stood when respondent became a member, 
the shareholders were subjected to a personal liability for all the con- 
tracts, debts, and engagements of the association ‘to the extent of the 
amount of stock owned by them at the par value thereof, in addition 
to the amount paid in and represented by their shares.’ Section 9, 12 
U.S. C. § 744 (12 U.S. C. A. § 744). The association is already in 
default in the payment of its mortgage debts, and already its capital is 
impaired. In such circumstances, to return to respondent the amount 
paid in and represented by his shares would frustrate the statutory 
mandate that the amount so paid in shall constitute a fund for the 
benefit of creditors to be supplemented in case of need by personal 
liability for as much more as the investment. Indeed, altogether apart 
from any pledge of personal liability, the whole structure of the asso- 
ciation is built upon the implication of equal rights and duties on the 
part of the cooperating members. To permit a member to withdraw 
when the association is insolvent would be to cast upon his fellow mem- 
bers the responsibility for defaults for which are should answer ratably 
in proportion to their interests. . . . 

‘‘The conclusion thus arrived at is in accord with well-considered 
opinions in North Dakota and Arkansas where the same question was 
involved. Byrne v. Federal Land Bank [61 N. D. 265, 237 N. W. 797], 
supra; Western Clay National Farm Loan Association v. Lilly, 189 
Ark. 1004, 76 S. W. 2d 55, 95 A. L. R. 1506. It has the support of 
persuasive analogies in the law of building and loan associations, which 
have much in common with farm loan associations incorporated by act 
of Congress. The settled rule is that the shares of building and loan 
associations are not subject to retirement when the association is in- 
solvent, and that any refund made at such a time may be reclaimed by 
a receiver.’’ 





































The Supreme Court of the United States having first spoken and 
thus construed the Federal Farm Loan Act, it should and will be fol- 
lowed by this court. 

It is contended by counsel for appellees that Downing was relieved 
of double liability under the above quoted section relating to the lia- 
bility of shareholders of the National Farm Loan Association by the 
amendment of June 16, 1933, but that amendment only applies to con- 
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tracts, debts or engagements of the association entered into after June 
16, 1933, and did not attempt to relieve any other liability with respect 
to stock held by shareholders. The new contract pleaded and relied 
on by appellants as bringing appellee Downing under the provisions of 
the amendment clearly did not have that effect. The original obligation 
stood unaffected by the agreement except that more liberal terms with 
respect to amortization payments were granted the borrower and that 
did not constitute a novation or otherwise affect his original liability. 
See Commonwealth Life Insurance Company et al. v. Louisville Railway 
Company et al., 234 Ky. 802, 29 S. W. 2d 552. 

We do not deem it inappropriate in closing to note that if in fact 
the association is insolvent, appellee Downing is not left entirely without 
remedy. The procedure that may be followed in such circumstances is 
clearly indicated in Knox National Loan Association v. Phillips, supra, 
and with respect thereto it is said: ‘‘To this we add, however, that 
a... loan association is an instrumentality of the federal government; 
that the time and manner of liquidation are governed by the federal 
statute; and that jurisdiction does not reside in the tribunals of a state 
to wind up the business of his governmental agency either by a receiver- 
ship or otherwise.’’ 

For the reasons indicated the judgment is reversed and the cause 
remanded for proceedings consistent with this opinion. 

Whole Court sitting, except Justice Rees. 


BOOK REVIEW 


Rand McNally Bankers Directory—The Blue Book—Commercial 
bank resources show an increase of: $3,092,139,000 according to the first 
1940 edition of Rand McNally Bankers Directory (the Blue Book) just 
off the press. ; 

In indicates that 12 states added banks to the list of commercial in- 
stitutions with over $25,000,000 in total resources—they are Alabama, 
Idaho, Illinois, Indiana, Louisiana, Massachusetts, Missouri, New York, 
Ohio, Pennsylvania, Texas and Washington. A special list of these 
banks, ranked according to total resources, is one of the unique features 
of the Blue Book. 

All the regular directory information has been completely revised 
and added to. It has the latest bank statements (December 30th and 
later )—the 1940 line-up of officers and directors; Federal Reserve Bank 
information with district maps; the latest available foreign bank in- 
formation; a new 5-year list of discontinued bank titles, with special 
section listing the nearest banking point to non-bank towns, etc., etc., 
over 2,600 pages of accurate, informative vital banking facts. Cloth 
bound, it is $15 a copy delivered. Rand McNally Bankers Directory, 
Chicago. 





